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PREFACE 


Within recent years there has been a noticeable growth 
of interest in scientific accounting. The day of the tradi- 
tional bookkeeper whose principal interest was to keep 
his books in balance is rapidly passing, and his place is 
being taken by an executive—the scientific staff auditor, 
whose field is as wide as the extent of the business itself. 
Many have been attracted by the exceptional opportuni- 
ties afforded by accountancy and have eagerly perused 
such texts as were available. During the past decade, a 
number of excellent books have been added to the litera- 
ture of the accounting profession, but most of such works 
have been written as reference books for the professional 
public accountant. 

Under these conditions, one who has been denied a long 
training in the school of experience, upon seeking to 
acquire a comprehensive grasp of accounting science, 
finds that most treatises on the subject are better suited 
for reference purposes than for mastering the working 
principles of accounting in a systematic and organized 
manner. 

In the following pages the author has endeavored to 
develop the fundamental principles of accounting science 
according to a basic plan. A number of illustrations and 
problems are given to illuminate the textual discussion. 
The purpose of the book is not to promulgate the special- 
‘ized treatment of any particular phase of the subject, but 
rather to present the basic principles of the science of 
accounting in a graphic and comprehendible manner. 

ill 


iv Preface 

While it is not believed that any text on accounting 
principles would prove inappropriate for the layman, the 
following pages have been written primarily for those 
having some training or experience in the art of book- 
keeping. 

The author believes that no apology is necessary for 
‘‘nersonifying the business,’’ since experience indicates 
the desirability of this approach to the subject of account- 
ing theory. It is nowhere maintained that proprietorship 
accounts reflect a legal liability ; rather they reflect a theo- 
retical one, and this, after all, is the crux of the argument. 
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PRINCIPLES OF ACCOUNTING 


CHAPTER I 
PRELIMINARY SURVEY 


An individual engaged in business might conduct that 
business successfully without keeping records. He could 
do so only if the business was small and the transactions 
such as to be remembered easily. As a matter of fact, 
no business, however simple in its nature, does entirely 
without records of some sort, primitive though they may 
be. As business becomes complex, adequate records are 
essential. The reason for this is the inability of any 
human being to remember complicated transactions 
accurately. Man, therefore, symbolizes. 


SYMBOLS 


Symbols of one sort or another have been in use by the 
human race since the beginning of recorded time. A 
‘‘symbol’’ is that which stands for or represents some- 
thing else; a visible sign or representation of an idea or 
quality or of another object.1. Thus the heathen’s idol 
isasymbol. Maps, drawings, and paintings are symbols. 
A baseball scoreboard is a symbol. Models of all sorts 
are symbols. The printed or written word is a symbol. 

In the chief engineer’s office in Panama there is a 
small-scale working model of the canal. Every detail 
is complete. By means of electrical control every opera- 


1 Webster’s New International Dictionary. 
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tion taking place anywhere on the canal is reproduced 
in miniature. Ships move from one ocean to another; 
locks open and close. All normal functions are symbol- 
ized. .The chief executive may watch this working model 
and exercise adequate control over the activities of his 
entire organization. He has the same comprehensive 
viewpoint as that which an aviator would have when 
flying over the canal zone. The importance of the word 
‘‘comprehensive’’ is very great because it illustrates the 
chief function of a symbol. 

The highly complex business must utilize this principle 
if it is to be managed adequately. Managers work with 
the aid of symbols almost entirely in order that they may 
obtain a comprehensive view of their business, which is 
possible in no other way. 


SYMBOLIZING THE ACCOUNT 


Every reader is familiar with the usual bookkeeping 
symbol—the account. For the sake of bringing out cer- 
tain important principles, another symbol may be tem- 
porarily adopted. This symbol is the ordinary pair of 
seales or balances. For illustration let us assume a 
very simple case and then apply this symbol to it. An 
individual named Brown is employed as business manager 
by Ames. Ames is entitled to all profits and is respon- 
sible for all losses, Brown being paid a salary. 

Inasmuch as Brown is responsible for results to Ames, 
he must keep a record of all business transactions as an 
aid to administrative data. He may do so by visualizing 
or symbolizing the different business transactions which 

_take place, with the aid of balances or scales and some 
small metal cubes, each representing one dollar. 


2 This and following illustrations are for the purpose of developing the 
fundamental theory of double entry accounts and should not be taken seri- 
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At the beginning of business Ames may, for the 
purpose of this iulustration of primitive transactions, 
be considered to have invested $15.00 in cash. This is 
recorded (Figure 1) and may be illustrated by depositing 
fifteen metal cubes in the scalepan marked and assumed 
to represent ‘‘assets’’ and’ another fifteen in the one 
marked ‘‘liabilities.’? By this means is recorded the 
fact that the business has come into the possession of 
certain assets ($15.00 in cash) and owes, or must account 
for, an equivalent amount. ($15.00 to Ames). 


ASSETS . LIABILITIES 


4 $15.00 
$15.00 Total Total $15.00 


Fie. 1.—Registering the Investment 


Suppose Brown took $10.00 and bought 10 bushels of 
grain. How would he record this by the symbols? The 
difficulty is obvious, since he has simply exchanged one 
asset for another. If, however, we replace the scalepan 
on the left side, previously described, with two sealepans 
and label one ‘‘eash’’ and the other ‘‘merchandise’’ this 
transaction can be illustrated. (See Figure 2.) 

Suppose Brown sells 5 bushels of the grain for $6.00. 
What adjustment of the balance must he make? Since 
one-half of the grain ($5.00 worth) has been dispensed, 
he must take five of the weights out of the ‘‘merchandise’”’ 
scalepan, and since the business received $6.00, he must 


ously with regard to the transactions themselves, the amounts involved, or 
other matters not pertinent to the development of principles. 
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put six weights in the ‘‘cash’’ scalepan. When he does 
this, the several scales no longer balance in the aggregate, 
since there are sixteen weights in the pans on one side 


$15.00 $15.00 
$15.00 Total « Total $15.00 
Fig. 2 (a).—Condition before Buying the Grain 
LIABILITIES 
$15.00 
Total $15.00 


Fig. 2 (b).—Condition after Buying the Grain 


and only fifteen on the other. This discrepancy is caused 
by the fact that $5.00 worth of grain was sold for $6.00, 
resulting in a one-dollar profit. To whom does this profit 
belong? To the proprietor, Ames. It is to be accounted 
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for by the business to the proprietor. Being in the nature 
of a liability it must be recorded, and this is done by 
putting one weight in the liability scalepan. (See 
Figure 3.) 

Brown buys 10 more bushels of grain at $1.00 per 
bushel, but instead of paying for it he buys on account. 
He, therefore, must register an asset and a liability of 
the same amount, viz., $10.00. He can put ten weights 
in ‘‘merchandise’’ and ten weights in ‘‘liabilities.’’? One 


LIABILITIES 


$11.00 _ $16.00 
$ 5.00, Cl ; 
$16.00 Total ” Total $16.00 


1c. 3.—Condition after Selling Five Bushels of Grain (Cost $5.00) for $6.00 


objection to this is that he is not properly distinguishing 
between liabilities to an outsider (for $10.00) and to the 
proprietor, Ames (for $16.00). Brown will want to keep 
them separate because Ames is entitled to all profits and 
is responsible for all losses, while the outsider is entitled 
to only $10.00 in any event. This distinction can be 
easily made by hanging two scalepans instead of one on 
the liability side. (See Figure 4.) 

The business, let us assume, does not have to pay for 
the grain for thirty days, but Brown offers to pay $9.00 
immediately in settlement of the entire account. This is 


6 Principles of Accounting 


accepted. An analysis of the transaction shows that 
$9.00 in cash is parted with by the business; therefore 
nine of the weights come out of ‘‘cash.’’ The entire 
liability of $10.00 has been wiped out, which means that 
ten weights must be taken from the scalepan, ‘‘liabilities 
to others.’’ When this has been done, the scales are 
again out of balance, there being one more weight in 
the pans on the left-hand or asset side than on the right- 


ASSETS LIABILITIES 


$11.00. _ $10.00 
$15.00 $16.00 
$26.00 Total Total $26.00 


Fie. 4.—Condition after Buying Ten Bushels of Grain on Account 
(Cost $10.00) 


hand or liability side. This is because a profit amounting 
to $1.00 has been made, which must be accounted for to 
Ames, the proprietor. When one weight is put in his 
scalepan representing this obligation, a balance is struck, 
showing that equilibrium has been re-established. (See 
Figure 5.) 

Ten bushels of grain are now sold for $12.00, but 
instead of giving cash the purchaser gives his verbal 
promise to pay $12.00 in thirty days. Another scalepan 
(which may be labeled ‘‘accounts receivable’’) must be 
hung on the left-hand or asset side to register this class 
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ASSETS LIABILITIES 


$2.00 — 
$15.00 ke $17.00 
$17.00 Total Total $17. 
Fig. 5.—Condition after Discounting Bili of $10.00 for $9.00 and 
thus Gaining $1.00 
LIABILITIES) 
$19.00 
ACCOUNTS 

$12.00 ; nee 
$19.00 Total” \ Total $19.00 


Fig. 6.—Condition after Selling Ten Bushels of Grain for $12.00 on Account 
and thus Making a Profit of $2.00 
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of asset (‘‘promise to pay’’). Twelve weights are put 
in ‘accounts receivable,’ and ten are taken out of 
‘‘merchandise’’ as the grain is dispensed. To obtain 
the balance and to register properly the obligation of the 
business to account to Ames for the $2.00 profit on the 
sale, two weights are put in the appropriate scalepan. 
(See Figure 6.) 


ASSETS 


LIABILITIES 


318.00 


$18.00 Total Total $18.00 
Fig. 7.—Condition after Allowing Discount of $1.00 on Accounts 
Receivable 


Brown gives permission to discount the bill of $12.00 
for $11.00 in cash. This will be registered by deducting 
twelve weights from ‘‘accounts receivable’’ (because that 
account is settled in full) and adding eleven weights to 
‘‘eash’’ (because that is the exact amount received). 
The difference is due to the loss of $1.00 suffered in the 
transaction and is registered by deducting one weight> 
from ‘‘Ames.’’ (See Figure 7.) 
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Rent of $1.00 is now due and payable, and Brown 
therefore pays it in cash. This is handled by deducting 
one weight from ‘‘cash’’ and also one from ‘‘Ames,”’ 
since he is responsible for all expenditures. (See 
Figure 8.) 


ASSETS 3 LIABILITIES 


$17.00 


$17.00 Total Total $17.00 
Fie. 8.—Condition after Paying Rent of $1.00 


Certain fixtures amounting to $8.00 are needed and are 
bought on account. (See Figure 9.) 

The transactions pictured in Figures 1 to 9 having been 
followed through, it becomes apparent that this method of 
‘‘symbolizing’’ the business is satisfactory in a primitive 
way, but that it has certain grave defects. It shows, at 
all times, the current state of affairs as to property and 
debts, but it tells no history. Itis an indicator of present 
conditions and not a recorder. This is because both 
additions and deductions of weights are made in each 
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of the various scalepans. This could be remedied by 
having two scalepans for each class of item whether it 
is an asset or a liability. Such an arrangement is shown 
in Figure 10. With this arrangement no subtractions 


LIABILITIES 


$12.00 $ 8.00 
$ 5.00 $17.00 
ACCOUNTS 
RECEIVABLE 
$ 8.00 
$25.00 Total Total $25.00 


‘Fig. 9.—Condition after Buying Fixtures on Account for $8.00 


are ever made, but the same result is obtained by making 
additions on the other side. This is a considerable im- 
provement, since by labeling the weights with the date 
they were put on the balance, an examination would give 
a graphic picture of the history of the various trans- 
actions on any given date; of property on hand at any 
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given date; of the condition of Ames’ (the proprietor’s) 
account on any given date. 

Having only one place to register all gains (items due 
to Ames) and all losses (items due from Ames) makes 
it difficult to analyze the sources and character of these 
various typified transactions of losses and gains, and it 
ean readily be seen that if any considerable volume of 
business were done, it would be important to know and 
to analyze, in detail, the various loss and gain facts. 


DISADVANTAGES OF Batancre MrtrHop 


This system of illustration by using a pair of scales 
is very good in one way; i. e., when an incomplete record 
is made—when all facts are not reeorded—the scales get 
out of balance and thus automatically indicate an error; 
but there are certain obvious disadvantages about such 
a primitive arrangement which will be apparent. These 
may be remedied by doing away with the actual physical 
machinery and substituting therefor the picture or rep- 
resentation of such a pair of scales. We thus forego the 
advantage of an automatic loss of balance whenever an 
incomplete record is made but make up for it many times 
over by increased convenience and effectiveness, and if 
figures are substituted for the weights, we can check the 
correctness of our balance by footing the sides and noting 
whether or not they are equal. The date of the trans- 
actions can also be more conveniently recorded. Figure 
11 shows such an arrangement using figures which rep- 
resent the same results attained in Figure 10. 

By using the pair of scales originally suggested, it is 
clear that various sets or pairs of scalepans with the 
numerous weights on them need not be kept hanging on 
the scale beam’ all the time. They might be kept in 
separate places and all brought together at periodic 
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$13.00 
MERCHANDISE 
# 5.00 
ACCOUNTS RECEIVABLE 
LIABILITIES 
—\ $18.00 
$18.00: Total Total $8.60 


Fic. 10 (a).—Same Condition as Shown in Fig. 7, but with Different 
Arrangement of Scalepans 
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$13.00 
MERCHANDISE ‘ 
$ 5.00: erty el 
ACCOUNTS RECEIVABLE é 
LIABILITIES 
TO OTHERS 
AMES 
1.00, O $18.00 
$19.00 Total Total $19.00 


Fie. 10 (b).—Condition after Paying Rent of $1.00 
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$13.00 = $1.00 
$ 5.00 $ 2.00 
ACCOUNTS RECEIVABLE 
LIABILITIES 
TO OTHERS 
$ 3.00 uN $18.00 
$21.00 Totak ; Tatal. $21.00 


Fia, 10 (c).—Condition after Losing Two Bushels of Grain by Fire 


This loss reduces Ames’ credit balance by $2.00, his net worth now being 
$15.00 ($18.00 — $3.00) offset by assets as follows: 
Cash ($13.00 — $1.00) = $12.00 
Merchandise ($5.00 — $2.00) = 3.00 
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ASSETS 
CASH 


$13.00 


MERCHANDISE 


$15.00 


Raia $ 5.00 


“ACCOUNTS RECEIVABLE 


$ 4.00 


LIABILITIES 
TO OTHERS 
AMES ” 
$ 5.00 $19.00 
$37.00 Total Total $37.00 


Fig. 10 (d).—Condition after Buying Five Bushels of Grain for Cash and 
Five Bushels on Account, Selling Three Bushels on Account for 
$4.00, and Paying $2.00 License Fee in Cash 
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; ASSETS 
CASH 
June 1116 $13.00 Jams 11916 $700 


MERCHANDISE 


Soret 1916 jumelitid_$ 
ACCOUNTS RECEIVAB) 


oma b s406 La i 
LIABILITIES 
TO. OTHERS 
Jeoelinel $5.00 
AMES 
Wh ome ele IS 


a 1916 
Tet B37.00 Fel #37. co FIT 


Fie. 11 eee Condition as Shown in Fig. 10 (d) (assumed 
date, June 1, 1916) 
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ASSETS 
CASH 
Puneli 916 / i300 
2.1916 Ae Quane 1/116 F $00 
22,1916, 12.00) 2,116 S.ov G) 
MERCHANDISE 
Sunmciide/ $15.00 Suma bluc? $ S00 
2,/4916 5,00 (4) AINE 10.00 (c) 
ACCOUNTS RECEIVABLE 
Some ES a 


LIABILITIES e 
és TO OTHERS 
Quamel, SUG J 5.00 
oo 21%C/ $5006) 21416 
AMES j 

Sursl, 16 | 979.00 
Qumhliel F500 2, 1416 Zc () 

Tertaf 961.00 ~ Total 861.00 


Fig. 11 (b).—Condition of June 2, 1916, after (1) Paying the Amount 
Owing to Others, (2) Collecting One-Half of the Accounts Receivable, 
(3) Selling $10.00 Worth of Grain for $12.00 in Cash, and 
(4) Buying $5.00 Worth of Merchandise on Account 
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Fig. 11 (¢).—By the Addition of Certain Rulings We Convert the Balancing 
Arrangement into a Practical Working Form without at All 
Losing Sight of the Fundamental Balancing Principle 
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intervals to be balanced in the aggregate. It would be 
necessary to have them all brought together at one time, 
since it would be seldom that the individual pairs would 
balance alone. The combination balance, representing 
all recorded facts, is the test that is needed. Ina similar 
way this pictorial balance (Figure 11) need not be all 
on one sheet of paper. A separate sheet may be headed 
‘*Cash,’’ another one ‘‘ Merchandise,’’ another ‘‘ Accounts 
Receivable,’’ a fourth ‘‘ Liabilities to Others,’’ and a fifth 
‘‘Liabilities to Ames,’’ and so on. Totals of each side of 
each sheet may be taken, and these total figures for all the 
sheets may be incorporated in the balance even though 
the sheet headed ‘‘Cash’’ might be separately located 
from the one headed ‘‘Merchandise.’’ This is a very 
important point since it allows for the greatest possible 
elasticity, convenience, and efficiency in the keeping of 
records. By bringing the figures together in one place 
at a moment of time at the end of regular periods for 
balancing, the test for completeness of record may be 
applied. 


Tue Account 


Each one of these information units may be called an 
‘“‘account.’’? Thus we speak of the ‘‘Cash Account,’’ the 
‘‘Merchandise Account,’’ etc. The word ‘‘account”’ is 
for convenience frequently omitted in written work, in 
which case it is usual to indicate the meaning as follows: 
cash referring to money but Cash (capitalized) referring 
to ‘‘Cash Account.’’ 
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TEST QUESTIONS 


1. What functions are served by symbols? 

2. What is the fundamental characteristic of the symbol 
employed in this chapter? 

3. How would Figure 10 (a) appear after buying 10 bushels 
of grain on account for $1.00 per bushel and selling 13 bushels on 
account for $2.00 per bushel and paying $5.00 for salary? 

4. What is an account? 


CHAPTER II 
BASES OF ACCOUNTING 


The left-hand side of an account is for convenience 
called the ‘‘debit’’ side, and the right is known as the 
‘credit’? side. The law of balances is that the total 
figures on the left or debit side representing the aggregate 
of all the accounts must be exactly equal to the total 
figures representing the aggregate of all the accounts 
with amounts on the right or credit side. The working- 
out of this law has been illustrated in the preceding 
elementary examples. This fundamental eonception is 
called the ‘‘Law of Double Entry,’’ since the introduction 
of the several figures on the debit or credit side of an 
account is called ‘‘making entries.’’ The book which 
contains the various acconnts is known as the ‘‘Ledger.’’ 


Tue LEDGER 


In this Ledger we have a device or mechanism by the 
aid of which the manager of a business may obtain a 
comprehensive view of the situation of business as a 
whole, in which the activities of the business are reflected, 
and by which the history of the business is recorded. It 
is a ‘‘symbol’’—a representation—a graphic picture of 
the business. The mechanics of operating this device is 
known as the ‘‘art of bookkeeping’’; the act of adapting 
and regulating it and of interpreting its results is called 
the ‘‘science of accountancy.’’ Upon the ledger page is 
the ‘‘account’’; the collection of ledger pages is the 

21 
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Ledger. In this Ledger is an account for every class of 
item owned by the business (assets), such as: 


Cash Account. 

Accounts Receivable Account. 
Notes Receivable Account. 
Merchandise Account. 

Real Estate Account. 
Buildings Account. 
Machinery Account. 

Ete. 


These accounts may themselves be, and often are, sub- 
divided or carved up into smaller units. Thus Machinery 
Account might be eliminated under this general designa- 
tion, and in its place we might have 


Lathes. 

Milling Machines. 
Planers. 

Ete. 


Or, if that classification were not desirable, the division 
might be made departmentally into 


Machinery, Department A. 
(a3 66 B. 
66 66 Oe 
Kte. 


Thus we see that the assets may be recorded either in 
large classes or in smaller ones, but the finer the sub- 
division, the greater the number of accounts in the 
Ledger, since each classification of assets will have an 
account in the Ledger to represent it. 

In the Ledger we also have an account for every class 
of item owed by the business (liabilities), such as: 
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Accounts Payable Account. 

Notes Payable Account. 

Mortgages Payable Account. 

The obligation of the business represented 
by the Proprietor’s Account. 

Ete. 


These, like the assets, may be analyzed into their constit- 
uents. We have stated that this Ledger, this collection 
of accounts, has for its object the representation of the 
present state of the business assets and liabilities; hence 
it follows that when the status of any of these assets or 
liabilities changes, a corresponding change must be made 
in the proper ledger accounts. If this is not done, the 
accounts will no longer represent or reflect the truth as 
to the business and will, therefore, not be performing 
their proper functions. 

When the business parts with $10.00 in money for 
$10.00 worth of merchandise, we must record this in our 
ledger account by entering $10.00 to the credit of Cash 
and $10.00 to the debit of Merchandise. When the busi- 
ness sells $10.00 worth of merchandise for $12.00 worth 
of verbal promises to pay, we must debit Accounts 
Receivable $12.00, credit Merchandise $10.00, and directly 
or indirectly credit the Proprietor $2.00, since the busi- 
ness owes him the profit. When a fire burns up the 
store, we will credit Buildings and debit directly or 
indirectly the Proprietor’s Account, since the Proprie- 
tor’s Account is chargeable with all losses. 


Account RELATIONS 
The following changes are the only ones that can take 
place in a business and, therefore, the only ones that can 


be reflected by the ledger accounts. 
1. An increase in an asset, which will always be 
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balanced by a decrease in another asset or an increase 
in some liability or both. 

2. A decrease in an asset, which will always be 
balanced by an increase in another asset or a decrease 
in some liability or both. 

3. An increase in a liability, which will always be 
balanced by a decrease in another liability or an increase 
in an asset or both. 

4, A decrease in a liability, which will always be 
balanced by an increase in another liability or a decrease 
in an asset or both. 

The reader, by referring to the graphic charts on pre- 
ceding pages and making various practical experiments, 
may test the accuracy of this statement. 


Tur Trt BaLaNnce 


The periodic testing of the accounts to see if they are 
in balance is called ‘‘taking a trial balance.”’ 

A trial balance may be in two forms: a balance of totals 
or a balance of balances. For the ledger accounts shown 
on the next page the trial balance of totals would be as 
follows: 


Debits Credits 
CASTE cits sta a 'elcipia siaels aie erocorttocere: ate ale mieaietoielereieterensans $14,700.00 $12,350.00 
WG OMINGIT. Asia godpoubod oO Oda dboc po ndoon sao ss 19,850.00 12,200.00 
IACI. Goa nto Geno GOOG ao So-oe Gn GO Ob SN Sony 2,500.00 12,500.00 
PL OUAIS reece co tits slercioie sit voneountttte serene one rerelorereer ciets $37,050.00 $37,050.00 


A trial balance of balances for the same accounts would 
appear thus: 


Debits Credits 
Gashimmerretsert eas Gait c ols, gouveie sa tr osemlarebals Gert me im cet $ 2,350.00 
Merchandise mter.': «2c. sia os os seis eet ete picte ere recite 7,650.00 
Proprietorgenmectt: « Sp pleher eller eteks (ate! <tocaueiNokatet ate) afenetenen rere $10,000.00 


PR Ota terran eercisie alafereiciolsy ccc lelaiert tere incl eleioietarsistatets $10,000.00 $10,000.00 


eee 
A 
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CASH 
Cisiy TOS ean Seas (Ey) ERD OOLN a) ire Pees cps ocpuodee (g) $ 850.00 
Ounces slows weve acaes (b) 3,000.00 irre tia ei stereiererae (h) 2,000.00 
Os coveiele se cote ens (¢) 4,300.00 LG ere etoteteie terete (j) 3,800.00 
CAL RIS AE ALES Oo (d) 3,500.00 DL Sele eA wreve pia ates (k) 3,200.00 
Operate eiatare caatees (e) 2,900.00 Sis de elemrale ave ate (1) =. 2,500.00 
MERCHANDISE 
Ge aes eet omen ORES A GS LOL0 00 00M le Janvaroretrectes ae lee (b) $2,500.00 
Miia ae Si Aneeic (g) 850.00 LS PORCH (ec) 4,000.00 
Ora creer scstens ieee (hb) 2,000.00 QO errece era's outa ere ane (d) 3,000.00 
LG syegue itatet evecetars (j) 3,800.00 SO Racarvtara tors eyoretelons (e) 2,700.00 
ec rctetcteteveerar (k) 3,200.00 
PROPRIETOR 
UIT bee Seine OIE Cy S2,000008 Wi anee Lew rcrcretrctererete (a) $ 1,000.00 
DN re Lis aro ctaretane (£f) 10,000.00 
D Persteresineuatensieie's (b) 500.00 
Loner A Sateen (¢) 300.00 
20 Seki 8 Seer (d) 500.00 
BO Fe aeteokerecen mers (e) 200.00 


In the second form of trial balance, shown on the 
opposite page, the difference between the two sides of 
- each account is drawn off to determine whether or not 
they are in balance, while in the former the totals of 
both sides are used. Either method is correct, but the 
latter is perhaps preferable. 

The fact isthat a trial balance is not an absolute proof 
of correctness, but simply a proof of double entry—that 
for every debit there exists an equal credit or credits. 
The accounts might be greatly in error and yet balance 
perfectly. If Cash were credited and Merchandise 
debited for $10.00 when the Proprietor should have been 
debited, the trial balance will not necessarily reveal the 
mistake. The trial balance may be said to demand equal 
debits and credits and to have no concern with the distri- 
bution or location of those debits and credits. 


26 Principles of Accounting 


ANALYsIS OF ACCOUNTS 


There is nothing rigid or inelastic about accounts. 
They may be created, consolidated, analyzed, or anni- 
hilated, according to the needs of the business. If any 
one account is not illuminating, it may be analyzed into 
its logical parts and its contents transferred to several 
other accounts. The old account then may be balanced 
and indicated as inactive and as receiving no more entries. 

Suppose, for example, that a concern owns the fol- 
lowing: 


Mandeand a HActorys ahh CUICA Om trayercisty sarees rcieisteleele caetntere) stor $10,000.00 
Mandrandehactory at wNew Or kw etre tn eye <ieter oleiaie eiebeierete oizts oelate 20,000.00 
Pan deand we actOrya-ats OStOM edie cic siete esate stenenctarelee) siete mater 2 aie irae 5,000.00 

TOGA. po tievee ce aise tea ah opel oceans tenveS Mest eOMRRS o eistcl sta ena telel cis ene teyataye $35,000.00 


In its Ledger it has one account as follows: 


REAL ESTATE 


Danes Peet sie $35,000.00 


On July 15 it desires to distinguish between the property 
in the various cities. It can close out the old account 
and substitute for it three new accounts as follows: 


REAL ESTATE 


PAN ae evel veretetshiolere ssid lend $35,000.00 | July 15 R. E.—Chicago (a) $10,000.00 
oe 15 R.E—N. Y. (b) 20,000.00 
15 R.E.—Boston (c) 5,000.00 


$35,000.00 $35,000.00 
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REAL EsTatE—CHICAGO 


Polysiovias shi) bees; (a) $10,000.00 


ReaL Estate—NeEw York 


Puy iey As NS. ore .8 (b) $20,000.00 


REAL EstatE—BOstTon 


iH ea eee (ce) $5,000.00 


As another illustration let the following represent a 
company’s Merchandise Account: 


GENERAL MERCHANDISE 


ASW, «: SU ee ane a ere $7 600,00"! Janse od scmtae ctr te cen $ 500.00 
Arete eects he cle sicher 65.00 DL orate cioisrersa tater aeeconets 400.00 
earch, Paani ae steer tas 110.00 OL Or laws se wae eee 22.00 

ALO Garter or ehiatlel evattass snerons 155.00 PASS ei MAPA BU ery Ree Shar 301.00 
IL Seep cea cee sayeeaea ache 211.00 OL Wee des oa eee erage B 67.00 
LO ANs rckamehsy stacere pin min eiste 540.00 ole Balance aeeeenice 709.00 
DD eek aterer eee tulelete ata see 308.00 
SO aereal eid e siesta esa arene 10.00 
$1,999.00 $1,999.00 
Feb. 1 Balance.......... $ 709.00 


Suppose that on February 2 it is decided to split this 
account into its several components: Hay, $200.00; 
Grain, $400.00; Ground Feed, $109.00. When this is 
done, the following will appear: 
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GENERAL MERCHANDISE 


Tat bene Raines soa $ 600.00 | Jan. 3..... BP a its $ 500.00 
Betis oltah Pattie 4 65.00 LIV... ee ee 400.00 
deseraca rele Notes ialnea ova ; 110.00 PiListe setters a ee.ere avegerete 22.00 
HO ae se oes 155.00 OB es cae ene eee 301.00 
TS Ae Sees ae 211.00 CY PEEP ey San 67.00 
CANE Ss OO Grae Scere ene 540.00 31 _Balance!......- . 709.00 
ye ton 0 a AR 308.00 
COL Ages i td ED a 10.00 
$1,999.00 $1,999.00 
Feb, 1 Balancel.........$ 709.00 | Feb.2 Hay .......... (a) $200.00 
So Grains) een er (b) 400.00 
Ground Feed...(¢c) 109.00 
$ 709.00 $709.00 
Hay 
Maps 2s es ee wee (a) $200.00 
GRAIN 
OD ak fata cnlctrieia oe hee hk (b) $400.00 


GROUND FEED 


GS Aha pmdousosas -.-.(e) $109.00 


1 The operation of consolidating a number of debit and credit items in an 
account into one item is known as “transferring” or “forwarding the balance.” 
It is an operation with which all those who have studied bookkeeping are fa- 
miliar and, therefore, needs no description in this volume. Suffice it to say that 
it consists in making an entry on the smaller of the two sides of the account 
sufficient to equal the opposite total and thus balance it and in then ruling a 
single line under each column, which is followed by the total of each column. 
Under the total is ruled a double line. The balancing figure is then forwarded 
to, or brought down on, the opposite side. It requires but little thought to see 
that the status of the account is not changed in the least by this procedure. 


Bases of Accounting 29 


PrRoprietor’s ACCcouNT 


The one account to which this principle of subdivision 
or analysis has been most thoroughly applied is the 
Proprietor’s. 

The Proprietor’s Account is the one showing the 
accountability of the business to the one who furnishes 
the funds with which to conduct the business and who 
is entitled to all profits and is responsible for all losses. 
Whenever a profit is made, it must in the end be credited 
to the account representing the proprietor’s investment, 
as in a sense it is in the nature of'a special liability of 
the business to him. Whenever a loss occurs, it is debited 
to the Proprietor’s Account, since he is responsible for 
all losses. A valid claim against the proprietor is in a 
similar sense in the nature of an asset of the business as 
any other valid claim is an asset. This conception of 
the business as a separate entity or individuality is 
particularly appropriate in a consideration of the theory 
of accounts. It is sometimes a little difficult to keep this 
separate individuality in mind, especially where the 
proprietor is also the manager, in which case he is one 
individual exercising dual functions. These two fune- 
tions should be kept separate and distinct as an aid to 
any analysis of accounting principles to be made. 

Inasmuch as the business has an existence apart from 
that of its proprietor, it is evident that the relation 
between the two is a matter of the highest importance. 
A business is instituted and carried on with one end, and 
only one, in view. This ultimate goal is profit. That 
business which disregards profit cannot long endure, and 
since the Proprietor’s Account is the one that ultimately 
records changes resulting in profits or losses, it is the 
most important of all accounts. Proper analysis of the 
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Proprietor’s Account is of the greatest importance. And 
we find it to be true that in modern accounting practice 
scientific analysis and classification have been carried to 
a finer point here than in any other account or set of 
accounts. 


SUBSIDIARY PRopRIETOR’s ACCOUNT 


Very few, if any, concerns are so simple in their nature 
and operation as to find a single Proprietor’s Account 
sufficient for their needs. Practically every business is 
complex. It may trade in, not one staple article, but 
numerous articles. It has not half a dozen items of 
expense, but possibly hundreds or thousands. It may 
be composed not of one department, but of several. To 
manage such a business properly requires accurately 
classified knowledge for administrative guidance. It is 
not sufficient to know that the business as a whole is 
profitable. The manager must know just how profitable 
each department or other subdivision is. If he does not 
know this, how can he feel sure that his organization 
is not composed of several highly profitable departments 
and one or two very unprofitable ones whose elimination 
would result in a distinct increase in total profits? If 
several lines of merchandise are being sold, some may 
be contributing large profits, and some actually costing 
more than they produce. The manager must know these 
things, and he can get them in but one way—from the 
accounts in general and from the Proprietor’s Account 
in particular. In order that this vital information may 
be yielded by the Proprietor’s Account, a number of 
carefully selected subsidiary Proprietor’s Accounts must 
be brought into existence. 

For example, consider a small department store with 
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three selling departments. It would be proper to open 
ten accounts in the Ledger as follows: 


Proprietor for a) POPE: 


66 (a3 


(m3 66 oe 6é 


‘< Expenses, ‘‘ 
66 6 66 6e 


WmrwWhN re 


1. 
2 
3 
4 
5. 
6. 66 66 66 66 
Ws MRO TUTE Dept. 1 
8 an 2 
9, (74 ce 3 
10. Proprietor’s Main Account 

The first two sets of accounts are pure proprietorship 
accounts, which will receive the entries that otherwise 
would go to the single proprietorship account heretofore 
discussed. The nature of the Proprietor’s Account 
remains the same, but its structure is changed. It has 
been separated into appropriate parts. There still 
remains a single so-called ‘‘Proprietor’s Account’’ (10 
in above list), but it receives its entries as summaries of 
the data contained in the new proprietorship accounts 
(1 to 6 inelusive). The profit for a given period for a 
given department is determined by combining the two 
accounts—Proprietor for Profits, Dept. 1, and Proprietor 
for Expenses, Dept.1. This final figure representing net 
profit is then transferred to the main Proprietor’s 
Account, and the other two proprietorship accounts are 
closed. This is done with each set of accounts for each 
department. At the end of any accounting period it is 
possible to determine the profits not only of the store 
as a whole but of each department or subdivision. This 
principle, outlined only crudely so far, is-capable of the 
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widest application and is the very foundation of modern 
accounting. 

There will ordinarily be a separate Proprietor’s 
Account for each distinct class of expenses or losses, 
such as: 


1. Proprietor for Wages. 
2 ss tent, 

3. a ee Leite 

4, hy ‘< Heat. 

}. As ‘< Interest. 


In modern practice it is customary to drop the two 
words ‘‘proprietor for’’ and simply speak of these 
accounts as 


1. Wages. 
2. Rent. 

3. Light. 
4. Heat. 

5. Interest. 


Many have difficulty in seeing that these really repre- 
sent assets of the business in the sense that they are 
accounts due from the proprietor. True, the proprietor 
seldom pays them, because the business usually owes him 
more than he owes the business, and consequently, the 
settlement when made is on a net basis. Hereafter, in 
this book, when we speak of those accounts that represent 
obligations to or amounts due from the proprietor, we 
will use the names which they habitually bear in account- 
ancy, such as Rent, Wages, etc., and not the more cumber- 
some but more accurate titles of Proprietor for Rent, 
Proprietor for Wages, etc. 
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NoMINAL AND Rat Accounts 


All these accounts due from or due to the proprietor 
are technically known as ‘‘nominal accounts’’ to dis- 
tinguish them from all other asset and liability accounts 
which are called ‘‘real accounts.’’ 

Hivery nominal account may be said to have been ‘‘split 
off’’ from the original Proprietor’s Account with which 
we started, and the results shown by each must eventually 
find their way back to the main Proprietor’s Account. 


DEVELOPMENT oF THE MERCHANDISE ACCOUNT 


We have seen that when a business buys merchandise, 
Merchandise Account is debited and Cash Account 
credited and that when merchandise is sold at an 
advanced price, Merchandise Account may be credited 
for the cost price, the Proprietor credited for the profit, 
and Cash (or Accounts Receivable) debited for the total. 
This is a theoretically correct proceeding, but there are 
many practical objections which make it inadvisable. 
With a large stock of rapidly moving merchandise 
acquired under varying conditions of market, it is difi- 
cult, if not impossible, to obtain the true cost price of 
each sale, nor is there any practical advantage gained 
by doing so. 

A. far more convenient, simple, and economical scheme 
is to debit Merchandise and credit Cash (or Accounts 
Payable) for the cost price of goods purchased and to 
debit Cash (or Accounts Receivable) and credit Mer- 
chandise for the selling price of goods sold. Here it is 
obvious that an inaccurate record has necessarily been 
made. Goods are debited to Merchandise on one basis— 
cost, and credited to Merchandise on another basis—sell- 
ing price. What does the difference between the debit 

3 
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and the credit side of Merchandise represent? It 
represents nothing. There is an element of profit or loss 
mixed in with merchandise, and this profit or loss 
properly belongs in the Proprietor’s Account. 


INVENTORIES 


We can, however, determine the facts as to profit or 
loss at any given time by an wmventory. An inventory 
consists simply of a physical count or determination of 
the weight of articles and the assignment of a cost value 
to these articles. For example, suppose that 100 bushels 
of wheat are purchased at 90 cents a bushel, or $90.00, 
that sales amount to $120.00, and that, after having made 
those sales, the inventory shows 10 bushels of wheat still 
on hand which cost 90 cents a bushel, or $9.00. How 
would the profit be determined? In the first place, it is 
necessary to know how many bushels of wheat were sold 
and what the cost value was. If 100 bushels are pur- 
chased and 10 bushels are left, 90 bushels must have been 
sold. Each bushel cost 90 cents; therefore the total cost 
of the goods sold is 90 X 90 cents, or $81.00. Therefore 
$120.00 worth of goods were sold that cost but $81.00. 
$120.00 — $81.00 = $39.00 profit. This profit can then 
be placed to the credit of the Proprietor’s Account and 
represents the profits on all wheat transactions for the 
period. This is more efficient, economical, and satis- 
factory than laboriously figuring the profit on each 
separate sale, and yet it arrives at the same final result. 
It is simply a short cut to the facts existing at the end 
of the accounting period. 
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MERCHANDISE 

an were Urchases) sees ence SOUL, tere) cutee eb alos ties eels reyes $ 30.00 
Gross Profit Trans- 17 C6 ES RUE, eee ae 50.00 
ferred to Proprie- DSS eRnE Vetere sto aioe ok 19.00 
tor’s Account.... 39.00 24 A RAPS SER Lis or the to 7.00 
a 27 DLS Marks ta rT GS 14.00 
Sli ae Imyentoryecriere ete 9.00 
$129.00 $129.00 

Hebel einventory Aiea: $ 9.00 | 


Note.—The reader will observe that adding inventory on the credit side 
is equivalent to subtracting it from the debit side. Bookkeeping technique 
forbids making deductions in accounts but prescribes the equivalent of 
additions on the opposite side. 


Mixep Accounts 


The Merchandise Account, as above shown, is what is 
known as a ‘‘mixed account.’’ A mixed account is one 
which is partly real and partly nominal. Mixed accounts 
are not looked upon with favor by the best accountants, 
and for that reason they-are being used less and less. 
There is no necessity for any mixed accounts, since they 
may be easily analyzed into their component parts, or 
accounts, which are either wholly real or nominal. Thus, 
the Merchandise Account above shown can be discon- 
tinued and three other accounts created to take its place. 
These three accounts are: 


1. Sales Account. 
2. Purchase Account. 
3. Inventory Account. 


The Sales Account is credited with all sales at selling 
price, the Purchase Account is debited with all purchases 
at cost, and the Inventory Account registers the result of 
the periodic inventory. The profit at any time is deter- 
mined by adding the inventory of goods on hand at the 
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beginning of the period to the total purchases made and 
from that sum deducting the final inventory. The balance 
equals the cost of goods sold, and the difference between 
it and the balance of the Sales Account represents gross 
profit. 

For example, on June 1, 1916, there were goods on hand 
(determined by inventory) of $8,332.18. Purchases dur- 
ing June amounted to $27,121.90. Goods on hand, June 
30, 1916 (determined by inventory), amounted to $10,- 
883.38. Total sales during June equaled $27,115.99. To 
determine the profit for June the following calculation is 
made: 


ANG SONG Sih, ARIE 5 oo gots nos caouIoUOneCUSCU ma cUUbCanesouc $27,115.99 
EN'VONE OY) eh Cal cones orapetaier <r eye fete ofoneds ier outret nobotayaie’ otatote $ 8,332.18 
Add—Purchases during June.............0...5-45- 27,121.90 
$35,454.08 
Deduct—Inventory, June 30..............-.+.4.- 10,883.38 
Cost of: Goods: Sold’. cerca ssevs cierto srereroreistciay ictal fete ocelaee seats 24,570.70 
Gross Profit th fs Deel ats oe eae Re Coe See eae 2,545.29 


Tur AccountTING PERIOD 


With the simple mechanical contrivance suggested in 
the early part of Chapter I it is possible to determine 
the condition of the business from moment to moment. 
The various changes since made, together with others not 
yet mentioned, render this impractical, if not impossible. 
We must be satisfied, therefore, with a periodic revelation 
of the business condition. This, however, is not a serious 
drawback. It is not necessary to know the exact facts 
hour by hour or day by day. It is sufficient to obtain them 
at certain regular intervals. The regular interval for 
any business, be it a month or a year, is called the ‘‘ac- 
counting period.’’ 
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The accounting period starts with all the nominal or 
sub-proprietorship accounts in balance, with the excep- 
tion of the main Proprietor’s Account. During the ac- 
counting period certain changes in the business take 
place, which are registered in the accounts. At the end 
of the period the balances of the proprietorship or nomi- 
nal accounts are transferred to the main Proprietor’s 
Account, and the Ledger is then ready to receive entries 
for the next accounting period. 


BaLaNCE SHEET AND Prorit anp Loss STATEMENTS 


The end of every complete accounting period is signal- 
ized by two operations: the preparation of a statement 
of profit and loss and the preparation of a balance sheet. 
The statement of profit and loss is simply a conventional 
recital of the various debits and credits which are entered 
in the nominal accounts representing losses or gains. 
This statement is constructed according to a definite plan 
and is a classified exhibit, not a mere list or schedule. 
The balance sheet is a trial balance of the Ledger after 
the nominal or proprietorship accounts have been closed 
out into the main Proprietor’s Account. It is a trial 
balance of balances and not of totals, and it is taken after, 
and not before, the nominal accounts have been consoli- 
dated. Itis thus a list of the balances of all real accounts 
in the Ledger, or a list of the assets and the liabilities 
as shown by the records (including, of course, the Pro- 
prietor’s Account, which is for the purpose of the balance 
a liability and which itself includes the balances of all the 
nominal accounts). 

The functions of these two statements are now plain. 
The balance sheet shows the condition of the business at 
the end of the accounting period. It is like a photo- 
graphic snapshot, since it gives a permanent picture of 
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a rapidly changing business as of a definite moment of 
time. The statement of profit and loss fills in the gap 
between two successive balance sheets, explaining the 
differences existing between them and telling the story 
of results accomplished by the transactions. 

It has been said that accounting has only two principal 
objects to determine: (a) at a definite period the financial 
position of the business and (b) the causes for such in- 
creases and decreases. The first function is that of the 
balance sheet and the second, that of the statement of 
profit and loss. 

The technical preparation of these statements may 
well be left for treatment in a later chapter, but their 
importance must be fully appreciated now. Without 
them the book records of a business would be almost 
valueless. 

The length of the accounting period is not essential. 
The important thing is that these periods should be of a 
uniform length. The chief use of any’ kind of record is 
for comparison and, in order that comparison of two 
statements of profit and loss may be valuable, they must 
cover the same standard period. The most commonly 
employed unit is the year, although many concerns now 
use the month. The objection to the month as a unit is 
that all months are not equal in time; some months con- 
tain four and some five Sundays, some months have 
thirty-one days and others less. A somewhat better small 
unit is the four weeks’ period and, where it can con- 
veniently be employed, it is coming into favor. Likewise, 
for comparative purposes, the two periodical statements, 
the statement of profit and loss and the balance sheet, 
should be uniform in structure with the similar state- 
ments of other periods. 
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Tor JOURNAL 


So far, the Ledger is the only book we have considered, 
and as a matter of fact, it is the one significant 
record in any business. It can be seen, however, that 


Fig. 12.—The Traditional Journal Form 


even in a simple business appalling inaccuracy would re- 
sult if all entries were made directly in the Ledger. 
Through carelessness errors would result that would 
disturb the balance—the most important characteristic of 
the Ledger. Through the inability of the average human 
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mind to grasp and hold a complex situation compre- 
hensively, it becomes necessary to draw up a memo- 
randum of the entries before actually making them in 
the Ledger. The figures on this memorandum may be 
tested for ‘‘balance’’ and the amounts then transferred 
to the Ledger with a feeling of confidence that they are 
correct. This memorandum classifies the debits and cred- 
its and furnishes a guide and authority to make the ledger 
entries. It is really an order to the ledger clerk to make 
certain entries. If permanently kept, it affords ready 
means of locating errors in the Ledger should that book 
be out of balance, since the two can be compared for dis- 
crepancies. Such a memorandum, in whatever technical 
forms it may be kept, is a Journal. The traditional 
Journal? is a blank book ruled as shown in Figure 12. 
The extreme right-hand column receives all figures which 
are to be credits in the Ledger, and the column to the 
left of it receives figures which are to be debits in the 
Ledger. Since debits and credits in the Ledger must be 
equal, debits and credits in the Journal must also be 
equal. Therefore, a test is obtained by adding up these 
two journal columns and comparing the totals, which 
should agree. 


PostTIne 


The operation of transferring figures from the Journal 
to the Ledger is known as ‘‘posting.’’ It is one of the 
rigid rules of modern bookkeeping that all ledger entries 
must be ‘‘posted’’ and never made direct. When this 
rule is in force, the authority for any entry can be de- 
termined by checking it back against the Journal (or 

2The Journal, as described in this chapter, is pedagogically very im- 
portant, but in its traditional form it has practically disappeared from 


modern practice. The journal function still remains, however. The modern 
substitutes for the Journal will be described at length in Chapter ITT. 
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one of its modern substitutes). This rule, of course, 
does not apply to the forwarding of balances, which in- 
volves no new entry. 

The journal entries for the transactions in Figure 11 
might appear as follows: 


1916 
JUNE MPA CCOUNtSE bay ab lem neg aranienl selec aa tiie teres ice $ 5.00 
Cashinticre cet tree Gaye isyer soehanone’ ef Garces cicueyots Gee wie ete nade eee $ 5.00 
PAU OO) (i ARN et Fa ree aoe ae Pane eek A ie rad kA 2.00 
ACCountss RECOLVADIC ev attetask: ottapehalselsthe o-dcieis Tera secrete 2.00 
PAC SEEING sorte etne.5 hs cP ICE RA AIRE cob COIS caPee Cet oe 12.00 
Merchandise tas ics cccters ole tice: ais exer ccs hess h oaexshile oharel er temseerece 10.00 
PATIOS Monier crt cores arer ees mats Tse eee Ree Pette oayt eee tee 2.00 
Same MOrChandisermnti ae tele celoe Rieke s 6 cstSoe ee cake ot ehtan 5.00 
Accountsmbayablesycrt. ctracccs acta steric ote sicetet tegsetdere 5.00 


For convenience in tracing items between the Journal 
and the Ledger, it is customary to indicate in each journal 
entry the page of the Ledger to which the posting was 
made and in the Ledger Account the journal page from 
which it came. 

Modern business conditions have brought about a sub- 
division of the Journal into special journals which record 
only particular classes of facts. Most of them are not 
called journals for fear of confusing them with the 
General Journal, which still is used to handle certain 
special or unusual transactions or adjustment entries 
which cannot be conveniently cared for otherwise. The 
usual journals employed in nearly every business are: 

The Cash Journals. 
The Purchase Journal. 
The Sales Journal. 
The General Journal. 


In addition to these four there are other journals in 
common use. These will be discussed at length in Chap- 
ter III. 
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THE ContTROoLLING ACCOUNT AND SuBsipiaRY LEDGER 


So far in our discussion we have only hinted at the 
method of handling two of the most important accounts 
in the Ledger—Accounts Receivable and Accounts Pay- 
able. Accounts Receivable is the group name which is 
applied to the aggregate of amounts which others owe 
to us, while Accounts Payable is the group name for the 
total of all items which we owe to others. 

Practically all modern business is done on a credit 
rather than a cash basis. Nearly all the customers who 
come into a store purchase goods ‘‘on account.’’ The 
basis of credit is trust. Those trusted customers are 
permitted to purchase goods based merely on their 
promise to pay at some future date. Such ‘‘promises to 
pay’’ are assets. Each regular customer may have an 
account in the General Ledger headed with his name and, 
when sales are made to him, his account is charged with 
the amount of the sale. When he makes payments, his 
account is credited. His account at all times shows the 
actual amount which he owes. 

Since a storekeeper is in business for the purpose of 
merchandising, and the better storekeeper he is, the more 
merchandising he can do, it follows that a good merchant 
may have a large number of such customers’ accounts in 
his General Ledger. The more accounts there are in the 
General Ledger, the more chance for error exists and the 
more difficult it becomes to keep the Ledger in balance. 
The remedy for this situation is to take all the customers’ 
accounts out of the General Ledger, substituting for them 
a single account entitled ‘‘ Accounts Receivable.’’ The in- 
dividual customers’ accounts may be bound in a separate 
loose-leaf ledger. The trial balance of such a customers’ 
ledger should show a net figure exactly equal to the bal- 
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ance of the Accounts Receivable Account in the General 
Ledger. 

Such an Accounts Receivable Account is known as a 
‘‘econtrolling account.’’ A controlling account is a sum- 
mary account, which receives im totals the debits and 
eredits which its subsidiary ledger accounts receive in 
detail. If the total debits to various customers’ accounts 
in the subsidiary ledger should be $10,000.00 during a 
given month, then the Accounts Receivable Account 
should be charged with $10,000.00 in one lump sum at the 
end of the month. If the sum of credits to individual 
customers’ accounts is $7,000.00 during that same period, 
then the controlling account must be credited with $7,- 
000.00 in a lump at the end of that month. The manner 
of handling such postings is discussed in a later chapter. — 


Controt Accounts AND DovusBLE ENTRY 


The important point to note is that the General Ledger 
is complete in itself. As many entries as desired may be 
made in the subsidiary records without affecting the 
General Ledger in the least. The double entry system 
revolves around the General Ledger as its unit and, in a 
certain sense, has no concern with any other book. As 
long as the General Ledger balances, we have double 
entry regardless of any supporting schedules, analytical 
records, or subsidiary ledgers. 


OTHER ConTRoLLInc ACCOUNTS 


In addition to the Accounts Receivable Account there 
are several other controlling accounts commonly em- 
ployed. The various creditors’ accounts are usually 
kept in a subsidiary ledger and controlled by an Accounts 
Payable Account in the General Ledger. The Notes 
Receivable Account and the Notes Payable Account are 
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often controlling accounts. The former controls the 
notes themselves, and its balance must agree with the 
unpaid notes on file or on hand in the depository. The 
Notes Payable Account controls a memorandum record 
known as a ‘‘Notes Register.’’ ? 

In conclusion, a controlling account is one which is 
supported by subsidiary detailed records. The informa- 
tion appears in totals, showing in one aggregate amount 
the net balance of its subsidiary accounts. Controlling 
accounts are almost universally employed in modern 
business and, as a matter of fact, the General Ledger of a 
large corporation may consist almost entirely of control 
accounts. 


INCOMPLETE DouUBLE ENTRY 


Were it not for the fact that the C. P. A. examina- 
tions of the various states sometimes ask questions re- 
garding ‘‘incomplete double entry’’ or ‘‘single entry,’’ 
as it is often called, it would hardly be necessary to do 
more than mention the subject in this book. Very few 
large business houses use anything but double entry in 
these modern days. 

The distinguishing feature of single entry is its per- 
sonal character. It generally keeps accounts with per- 
sons and not with forces or things. It is the double entry 
system with property accounts and the various non-per- 
sonal lability accounts eliminated. 

It is clear that this incompleteness renders it incapable 
of proof by balance. This reason alone is sufficient argu- 
ment against its use. Furthermore, no profit and loss 
statement can be prepared from the books, since nominal 
accounts are not kept. No balance sheet can be prepared 


3 Discussion of other controlling accounts will appear in following chap- 
ters in connection with the several subjects as they are reached. 
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since a balance sheet is fundamentally a post-closing trial 
balance of the General Ledger; but a substitute for the 
balance sheet may be prepared by taking a physical in- 
ventory of all property owned and of all liabilities and 
by listing the amounts so determined in balance sheet 
form, the difference between the assets and liabilities 
representing the proprietor’s interest in the business. 
This exhibit is called a ‘‘statement of resources and lia- 
bilities. ’’ 

A comparison of two successive statements of re- 
sources and liabilities will afford some information as 
to the events that took place between the two dates. A 
comparison of the figures on such statements will indicate 
the net gain or loss of the period, if all withdrawals or 
additional investments have been taken into considera- 
tion. 

These, at best, are clumsy expedients, and single entry 
has no place in modern accounting, although it is still 
found in use with some smaller business houses, particu- 
larly in the rural districts.* 

The accountant should know how to change a set of 
books from incomplete double entry (or single entry) to 
complete double entry. The solution, in theory, is com- 
paratively simple—to make complete what is incomplete 
something must be supplied, that which is missing must 
be furnished. Therefore, the various non-personal ac- 
counts must be added to the single entry system to obtain 
the double entry. The method of doing this is to prepare 
a statement of resources and liabilities and to use this 
statement as the basis of a journal entry. Since the per- 
sonal accounts are already in the Ledger, it is not neces- 
sary to post them, but all the other items are posted, and 
the Ledger is then on a double entry basis. 
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Positive AND NEGATIVE INVENTORIES 


We have discussed very briefly the use of a physical 
inventory in connection with the old-fashioned Merchan- 
dise Account. An inventory consists of a physical count 
(or measurement of volume or weight) of articles (or 
materials) together with their valuation. It is employed 
to correct a mixed account containing both real and nomi- 
nal elements, its use being by no means confined to the 
Merchandise Account. For instance, assume a business 
having an accounting period of one year extending from 
the first day of January to the last day of December. 
The management insures the buildings and pays a pre- 
mium of $100.00, the protection to cover a period of two 
years. Insurance may be considered as an expense, in 
which case the following entry * will be made: 

1915 


Ai) oe LNsUranee «(ap MOMmiialeACCOMMt)) ari auieeie ete iets $100.00 
GASISr ihe «cts Pieters eros eracthe Sn ee Tone aa sic crete Nomen $100.00 


On December 31 the books are closed, and the balances 
of all nominal accounts, among which is the Insurance 
Account, are transferred into the Proprietor’s Account. 
This $100.00 spent for insurance is a loss—an’ expense— 
and serves to reduce the amount of profits. On December 
31 of the next year there will be no insurance item to take 
into consideration before determining profits. Because 
the insurance was paid for in advance, the first year must 
bear the entire burden and the second year none, although 
the benefit applies equally to both years. We see, there- 
fore, that the profits of the first year have been ‘‘robbed’’ 

4 This entry would ordinarily be made through the Cash Journal (or the 
Cash Book, as it is usually designated), but in this case as in others hereafter, 


we shall indicate the entry as though it were a general journal entry. This 


is customary among accountancy writers, and we shall conform to the estab- 
lished practice. 
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for the benefit of the second by the amount of one-half 
the premium, or $50.00. The results for each year are 
untrue, and no fair comparison can be made between 
them. This can be plainly seen, since it is apparent that 
the business might possibly have entered into an agree- 
ment with the Insurance Company to make yearly pay- 
ments. In this case $50.00 would have been debited to 
Insurance and absorbed by the Proprietor’s Account the 
first year and another $50.00 the second year, thus mak- 
ing a fair and equitable division between the two periods. 
It is obvious, however, that cash payments cannot always 
be arranged in this convenient way. The device which 
is used in such cases is the inventory. If the business dis- 
burses $100.00 for insurance the first year, we have seen 
that the following entry is made: 


1915 
Jan. 1 Insurance (a nominal account)................. $100.00 
Gash P irate cuctate nae cuereeesetahe Wie ah ies te ere er aanebe lone fecs.era Teter atebe eters $100.00 


At the end of the year-an inventory is taken of the 
insurance, and when it is found that half of the protection 
has been used up and that half of it is still available for 
another year, the following journal entry is made: 

1915 


Dec. 31 Unexpired Insurance (a real account)............ $50.00 
Insurance, (agnominaly account) |e... «6s seieis els ales steele $50.00 


After this entry the balance of the Insurance Account 
is only $50.00, which is transferred to the Proprietor’s 
Account. 

At the end of the next year an inventory of unexpired 
insurance develops that no more protection is due on the 
policy. The asset of unexpired insurance is non-existent 
and must be written off. Posting of the following journal 
entry accomplishes this purpose: 
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1916 


The balance of Insurance may then be transferred to 
the Proprietor’s Account. 

There are two ways of handling accounts which are 
partly asset and partly expense. One way is to remove 
the asset elements, leaving a true expense account. The 
other is to remove the expense element, leaving a true 
asset account. Hither method is absolutely proper. 
Thus, in the example just mentioned, either of the two 
following entries would have been made at the end of the 
first year: 


(a) 

1915 

Dec. 31 Unexpired Insurance (asset)...............+000. $50.00 
Insurance: (mixed) saccvaccciserdubeisi ete reir $50.00 
(The Insurance Account being left wholly ‘‘expense’’) 

(b) 

1915 

Dee. 31 Expired Insurance (expense).........5...0....-5 $50.00 


Insurance a( mixed.) Dy. shae ciekeleehola mass Me ekelataleiace <t eetet $50.00 
(The Insurance Account being left wholly ‘‘asset’’) 


The principle involved in this discussion is that an 
expenditure should be justly distributed over the ac- 
counting periods benefited. Thus, if the insurance pro- 
tection lasts two years, the expense incurred should bear 
equally upon those of two years. This involves treating 
the expense as an asset which will expire as time passes. 
It appears on the balance sheet as an asset, i. e., Unex- 
pired Insurance, but it is not a permanent asset and with 
the passage of time finds its way into the nominal ac- 
counts. Such assets are known as ‘‘Deferred Assets,”’ 
‘Deferred Debits,’’ or ‘‘Deferred Charges.”’ 
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LiaBinity [INVENTORIES 


In addition to the asset inventories discussed in the 
foregoing section, there are also liability inventories. 
The purpose of such inventories is also to equalize 
charges over two or more accounting periods. For ex- 
ample, at the end of a given accounting period it may be 
noted that a certain portion of the year’s taxes have 
accrued but have not yet been paid. Suppose experience 
shows that the year’s taxes will be $120.00, payable at the 
end of the tax year. The period for which the tax will 
be assessed may not coincide with the concern’s account- 
ing period; wherefore, part of the $120.00 is chargeable 
to one accounting period and the balance to the next. If 
two months’ taxes were chargeable to the first period, an 
entry would be made: 


BARES COX ONSE \ar cratic coe ensia ao tsnost ian coel aye eave er ta « enetope usasroae eee $20.00 
axes ay Able a cerueds (Laity, ermine reteteretts eles teas east eenerate $20.00 


The item of taxes would then be absorbed in the Proprie- 
tor’s Account for the current accounting period, while 
the item of taxes payable accrued would appear as a 
liability on the balance sheet and would be cared for in 
the subsequent accounting period when the taxes are 
actually paid. 

As another illustration, suppose wages have accrued at 
the end of the period. If wages are payable every 
Saturday and the end of the accounting period falls 
on Wednesday, the wages for Monday, Tuesday, and 
Wednesday will not have been paid. For these three 
days they might amount to $800.00. To set this item 
up as an accrued liability and to insure that the proper 
period bears the burden, the following entry is made: 


SW ales (OXPONSO) es ote cka a oviely tele oteseipietsl aise aimis eer sates $800.00 
Acerued Wages Payable (liability) ................- sees ee eeee $800.00 
¢ 
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The item of wages $800.00, together with the balance 
of the Wages Account, is absorbed by the Proprietor’s 
Account, and the item of accrued wages payable appears 
as a liability on the balance sheet. 

If such asset and liability inventory adjustments are 
not made at the end of an accounting period, it is clear 
that the accidental circumstances of payment or non- 
payment of cash will affect the profits of the period either 
favorably or unfavorably. Hither is undesirable, since a 
distorted and untrue picture of affairs of the business is 
thus given. 


CoNncLUSION 


A discussion of technique is not desirable in a work on 
accounting principles, since these things pertain princi- 
pally to the art of bookkeeping. We have, therefore, not 
made an attempt to go into these matters. The actual 
methods of consolidating the balances of nominal accounts 
with the Proprietor’s Account should be understood by 
the reader before studying this text. Suffice it to say 
that journal entries are made which debit all nominal 
accounts which have credit balances and credit all nomi- 
nal accounts which have debit balances, the contra entries 
going to an intermediate proprietorship account usually 
called the ‘‘Profit and Loss Account.’’ The balance of 
this Profit and Loss Account, representing a profit or a 
loss, is then by a journal entry transferred to the Pro- 
prietor’s Account. 

We have now seen that, because of the structure of the 
human mind, man requires symbols or representations of 
complex things in order that they may be thereby brought 
within his comprehension. The symbol of the balance 
is the one used to represent the business. Its funda- 
mental characteristic is its balancing feature, and from 
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this comes the double entry rule—the law of debits and 
credits. The business is represented or symbolized by a 
collection of accounts, which are combined into the Gener- . 
al Ledger. Changes in the business are reflected in that 
ledger by appropriate debit and credit entries, which 
theoretically may be made directly to the accounts af- 
fected, but which for various practical reasons are 
‘‘posted’’ from the Journal (or one of its modern substi- 
tutes). The balance of this Ledger is tested by a device 
called ‘‘the trial balance.’? The Ledger represents as 
debits the assets of the business and as credits the liabili- 
ties of the business. The liabilities for practical purposes 
are divided into liabilities to the proprietor and liabilities 
to others, the Proprietor’s Account normally showing a 
credit balance but receiving debit entries for all ex- 
penses and losses. The proprietor is responsible for all 
losses; hence they are in a technical sense assets of the 
business—an account receivable from the proprietor. 
The proprietor is entitled to all profits; hence they are 
technically liabilities of thé business to the proprietor— 
an account payable to the proprietor. 

For purposes of analysis a great many separate pro- 
prietor’s accounts are usually used, each one receiving 
only certain kinds of entries, but the balances of these 
proprietorship, or nominal, accounts are periodically 
transferred to some intermediate proprietor’s account 
where the net result, whether a gain or a loss, is deter- 
mined. These periods are known as ‘‘accounting 
periods’? and should be uniform for comparative pur- 
poses. Because the results of successive accounting 
periods are compared with each other, it is essential that 
one period be not unfairly favored at the expense of 
another, that expenses and gains be recorded in the 
periods during which incurred or earned. This has 
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given rise to expense and liability inventories—Deferred 
Debit Items and Deferred Credit Items as they are some- 
times technically called. 

At the end of every accounting period two main exhib- 
its are prepared—the statement of profit and loss and 
the balance sheet. The latter shows the balances of 
the ledger accounts at a definite moment of time; the 
former presents in a systematic way a summary of the 
debits and credits made to the various nominal or pro- 
prietorship accounts during the accounting period. 


TEST QUESTIONS 


1. What is the Ledger? 

2. What is the relation of the proprietor to the business? 

3. Why is a trial balance of balances as good as a trial bal- 
ance of totals in testing for completeness of record? 

4. What is the fundamental distinction between real and 
nominal accounts? 

5. What are the elements of the mixed merchandise account? 


CHAPTER IIT 
DEVELOPMENT OF THE SPECIAL JOURNALS 


In the preceding chapter we found that a business is 
symbolized or represented by a collection of accounts in 
a record which is called ‘‘the Ledger’’ and that current 
changes in the business are reflected by changes in the 
general ledger accounts. The method of showing such 
changes in the Ledger is called ‘‘making ledger en- 
tries.’’ In an ideally simple business requiring only a 
few simple accounts, these entries might be made directly 
in the Ledger, but the complexity of modern business 
renders such procedure absolutely impossible, and it is 
now universally the custom to make a formal preliminary 
memorandum of each ledger entry. This memorandum 
acts as an order on the ledger clerk to make certain en- 
tries and should be permanently retained, since it may 
be desirable at any time to investigate the authority for 
the entries. Such a collection of memoranda is called ‘‘a 
Journal.’’ 


FUNCTION OF THE JOURNAL 


The modern, inflexible rule of bookkeeping is that no 
ledger entry shall be made, unless it is posted from a 
record performing the function of a journal. 

The Journal classifies all business transactions into 
debits and credits, and from it the debit and credit figures 
are posted to the appropriate debit or credit sides of the 
specified ledger accounts. The number of the ledger page 

03 
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is then shown on the Journal in the space provided, 
called ‘‘the folio column,’’ and the number of the journal 
page is also shown on the Ledger, thus facilitating cross 
references. 

Example: June 1, 1916, John Smith bought merchan- 
‘dise on account from Arthur Ramsey amounting to 
$200.00. June 1, John Smith gave his note for $150.00 @ 
6% to Arthur Ramsey in part payment of the account. 
June 30, John Smith paid the note, the interest, and the 
balance of the open account in cash, less discount of 1% 
on the open account. 


~ 


JOURNAL—JOHN SMITH 


1916 
Junes ee Merchandise* Purchases \.2. sos o- eetere cer (a) $200.u0 
Accounts Payabler jin. cites serve «Mee ee (a) $200.00 
(Arthur Ramsey—#200.00)1 
JunenelevecountsePavablek essay ctociaekemcr eee (b) 150.00 
(Arthur Ramsey—$150.00)1 
INobes: Payable sot serae cus ekete oresestoete okies (b) 150.00 
JuneysOs eAccountspPayablemnrntydamatestenl. Seca reeheei te (e) 50.00 
(Arthur Ramsey—$50.00)12 
Notes’ Payable’ trsrr cmuctt-scrie re noekeiete ethos (ce) 150.00 
PMECTOSE ME AAG Meketeisretee tc sieveuneteyctateyeteiel svete (e) 75 
Cast a RAE Tee be (ce) 200.25 
Purchase sDIScOUTIES mee eee tee eee (¢) -50 


The transactions shown above in journal entry form 
are now ready for posting to the General Ledger. (The 
postings to the subsidiary Purchase, or Creditors’, Ledger 
need not be illustrated at this time.) The ledger ac- 


1 The items in parentheses are posted only to the subsidiary Purchase Ledger. 
This Purchase Ledger has Accounts Payable as its general ledger controlling 
account. The method of handling controlling accounts illustrated in the above 
journal entry is not in ordinary use, since certain labor-saving devices, to be 
explained hereafter, are usually employed. 
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counts, after postings from the above journal entries have 
been made, appear as follows: 


MERCHANDISE PURCHASES 


1916 
UURISE, Seeman Soee Oa (a) $200.00 
ACCOUNTS PAYABLE 
1916 1916 
JUNG eae ers uate (aca syavondisi« (Gy) EREOKNO || Siting wicessseecosccodec (a) $200.00 
OU enignwog acne on (¢) 50.00 
Notes PAYABLE 
1916 1916 
ANS Ben 3 ooo oo Hass CE)ESUS0-008 | sung: ee errr ici (b) $150.00 
INTEREST PAID 
1916 
a) UNC 0 etetehovatareraVe ei e15 eiatel + « (e) $ .75 


PugRcHASE DISCOUNTS 


1916 

June: BO Aeeeee es ateirsietcree ats (ec) $ .50 
CasH 

1916 

dune: Wes cabo So.Be6 ak 5 (e) $200.25 


CoLUMNAR JOURNAL 


The combination of a single Journal and a General 
Ledger (with two subsidiary ledgers for recording de- 
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tails of Accounts Receivable and Accounts Payable) is 
sufficient to handle any kind of business transaction, no 
matter how complex it may be. A little thought, how- 
ever, will show that there will be a great many transac- 
tions to be recorded which are similar in nature, although 
not in amount. Even in a small business there will be a 
great many debits and credits to the Cash Account during 
any one accounting period; there will be many entries to 
Merchandise Purchases, to Merchandise Sales, to Ac- 
counts Receivable, and to Accounts Payable Accounts. 

It would be perfectly proper in the case of cash transac- 
tions to post day by day from the Journal to the Ledger 
all debits and credits except those to the Cash Account; 
at the end of the month the bookkeeper could pick out of 
the Journal all debits to Cash, total them on an adding 
machine, and post that total in one lump sum to the debit 
of the Cash Account. In a similar way he could pick out 
all journal credits to Cash and post the total to the credit 
of the Cash Account. If there were fifty debits and 
eredits to Cash scattered through the Journal, the book- 
keeper would save forty-eight general ledger entries by 
the above plan. The one danger to be feared is that he 
will overlook one or more items in arriving at his total. 
This, of course, would throw the General Ledger out of 
balance. To avoid this possibility of error, two extra 
columns may be put in the Journal, one headed ‘‘Cash- 
Dr.’’ and the other, ‘‘Cash-Cr.’’ All cash items will 
appear in these special columns instead of in the regular 
debit and credit columns. At the end of the month the 
‘‘Cash-Dr.’’ column is footed and the total posted to the 
debit of the Cash Account in one lump sum. The ‘‘Cash- 
Cr.’’ column is also footed and the total posted to the 
credit of the Cash Account. 

A journal page in simplest form is shown in Figure 13, 


o7 
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Fig. 13.—Illustration of Transactions Using Regular Journal Form 
Compare with Fig. 14 for a better method of handling same transactions. 
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and one exactly the same, except that all cash items 
are segregated as explained, in Figure 14. 

John Smith’s cash account after posting the journal 
entries shown in Figure 13 appears as follows: 


CASH—JOHN SMITH 


1916 1916 
Wee L eters cree vse se (aL) S5:0 000 OM Resumes erence ststatal neta (b) $3,000.00 
QE ewctansi ne ans Bs (f) 250.00 Geran chaste wtetorerete (e) 980.00 
LOR ueaeoee shen aeis es (g) 900.00 305 Balance yessercici 3,397.00 
UCT nie oer (h) 100.00 _ 
BOR ES c.oe neces (k) 1,127.00 
$7,377.00 $7,377.00 
July 31, Balance...) 2. $3,397.00 


John Smith’s cash account after posting journal entries 
shown in Figure 14 appears as follows: 


CASH—JOHN SMITH 


1916 1916 

ANDINA Save tus srr aenaees aaa ced Wier ANOL edie Anas caiman mao tees $3,980.00 
a 30m Balance! eoeasee 3,397.00 
$7,377.00 $7,377.00 

July” 1-) Balance... «ces $3,397.00 


It can easily be seen that this is a great labor-saver 
where a number of cash items appear in the Journal. It 
is, of course, equally labor-saving when used with other 
classes of items. If a great many credit sales are made, 
two more columns may be added to the four already in 
the Journal. One of these may be headed ‘‘ Accounts 
Receivable-Dr.’’ and the other, ‘‘ Merchandise Sales-Cr.”’ 
The first column collects all amounts debitable to Ac- 
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Fig. 14.—Illustration of Transactions Using Columnar Journal 
Compare with Vig. 13. 
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counts Receivable Account and holds them until the end 
of the month, at which time the total only is posted. In 
the same way ‘‘Merchandise Sales-Cr.’’ collects and holds 
all credits for the Merchandise Sales Account until the 
end of the month, total only being posted. 

A similar pair of columns can be used for Merchandise 
Purchases and Accounts Payable. 

Any number of such special columns may be employed, 
limited only by the size of the Journal Book, which should 
not be too large for comfortable handling. 

A Journal containing special columns for (1) Cash, 
(2) Accounts Receivable, (3) Accounts Payable, (4) Mer- 
chandise Purchases, and (5) Merchandise Sales, together 
with ‘‘general’’? columns for all items that cannot be 
‘‘lumped’’ into any of the above five classes, will be ruled 
as shown in Figure 15. 

You will note that the method of posting the columnar 
totals is to bring them into the ‘‘general’’ column. There 
are two reasons for this: (1) A test of balance is ob- 
tained by footing the two ‘‘general’’? columns, which 
should be equal after the special column footings have 
been transferred to them, and (2) it is in accord with a 
good rule which says that nothing shall be posted from a 
columnar journal save items in the ‘‘general’’ columns. 
Adherence to this rule prevents errors. 


SPECIALIZED JOURNALS 


As the Journal continues to expand and new columns 
are added, the book becomes unwieldy and difficult to 
handle. Furthermore, as the business grows, the transac- 
tions increase to a number greater than one bookkeeper 
ean handle and yet the Journal, so far as we have now 
developed it, can be used by only one bookkeeper at a 
time. What is more natural, under these circumstances. 
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than to split this journal into two separate journals, so 
that two men can work at one time? You should notice 
that even though it is split into two books it is still the 
same journal with which we started. There is a physical 
difference, but not a difference in function. 

It is clear that little or nothing will be accomplished 
by making the two new journals exact duplicates of the 
original journal, since each would still have too many 
special columns. The better way is to limit one of the 
journals to recording one class of facts. In other words, 
take two of the special columns away from the original 
journal and make a new journal out of them. In a busi- 
ness where the number of sales on credit is very large, 
the new journal might be called the ‘‘Sales Journal,’’ and 
its use would be confined to recording sales to customers. 
(See Figure 16.) 

During the month the individual items should be posted 
to the Customers’ Ledger (a subsidiary ledger controlled 
by the Accounts Receivable Account in the General 
Ledger), thus, $383.75 would be debited to Myron Van 
Gorder’s account and $30.30 would be debited to C. F. 
Denison’s account. At the end of the month the total 
sales $414.05 would be debited to Accounts Receivable 
and credited to Sales in the General Ledger. You will 
now begin to perceive how the controlling account and 
the subsidiary ledger are handled in actual practice. The 
subsidiary ledger is posted from day to day, and the 
general ledger accounts are posted at the end of the 
month in totals. 

The regular Journal has now been shorn of some of 
its importance, since all sales are handled through a 
special journal reserved for the purpose. In much the 
same way we may use a Purchase Journal for all pur- 
chases from others on credit. This journal resembles 
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the Sales Journal in appearance, although it has an en- 
tirely different function. The individual purchases are 
credited to the individual accounts in the Creditors’ 


SALES JOURNAL 


EXTEN- 
[Looe | mae a 


Bp 


PEELE 


31 W. ee CBhrcayo, KE. 


Fie. 16.—Sales Journal 


Ledger (a subsidiary ledger controlled by Accounts Pay- 
able in the General Ledger), and at the end of the month 
the total is debited to Purchases and credited to Ac- 
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counts Payable in the General Ledger in one lump sum. 
(See Figure 17.) 

If the reader can once grasp the idea that the Ledger 
is complete in itself and independent of all detailed sub- 
sidiary records, he will have but little difficulty in under- 
standing even the most complex types of journals. Hach 
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Fic. 17.—Purchase Journal 


journal must act as the basis for at least two general 
ledger entrics as in the Sales Journal shown, where Ac- 
counts Receivable was debited $414.05 and Sales Account 
was credited $414.05. Two other entries were made (to 
the subsidiary ledger) from the Sales Journal, but these 
in no way affected the General Ledger, although they 
aggregated the same amount that is charged the general 
ledger control account. 

Thus we see that the modern journal, such as the Sales 
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Journal or the Purchase Journal, has at least two func- 
tions. It acts as a posting medium for the General Ledg- 
er, and for that purpose its debits and credits must be 
equal. It also acts as a posting medium for a subsidiary 
ledger, which simply furnishes the detail of one general 
ledger account. Thus, the general ledger account and the 


CASH RECEIPTS JOURNAL 


Fie. 18—Cash Receipts Journal 


subsidiary ledger ‘‘check’’? and prove each other. If 
there is any discrepancy between the two, it must be 
traced down, since it indicates the existence of at least 
one error in posting. 

Another important class of transactions which may be 
segregated are those that refer to cash. One journal may 
be reserved for cash receipts and another for cash dis- 
bursements. A simple form of Cash Receipts Journal is 
shown in Figure 18. 
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During the month the various general ledger accounts 
are credited, and at the end of the month the Cash Ac- 
count is debited. No provision is made in the ruling 
of this Journal for postings to subsidiary ledgers. This 
can be remedied by inserting another column in this 
Journal to take all credits to Accounts Receivable con- 
trolling account. 


CASH RECEIPTS JOURNAL 


ACCOUNTS 
RECEIVABLE 


Fig. 19—Columnar Cash Receipts Journal 


In regular journal form the general ledger entries for 
the transaction shown in Figure 19 would appear as fol- 
lows: 


CAS erage Bio: Sects ancien. 0p Sas /one CORRS OER TE ace eee $261.50 
METI LOTOSU co's sgn sts. s cia e eee ere Ue een Cone ORLL et nC Ree Ee eee $ 5.00 
ERGTLG MP oe ayaa on ta ean e Sa eas Wee Mat a Sheet ee rae ae 30.00 
LTULOT OS tupenes is coe cts sa: ang Ec Me mao GRR ace 50 


and, in addition, the following credits would have to be 
made in the subsidiary Customers’ Ledger. 
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WV ULL OTaNe) ON ON ati ci arto ra ey ae ie LOPES a ee oicke eM Se CORE $ 45.00 
G/OMMO TB EROS so ree eR 5 Gh SS Gib Gig c Shs Zen hd cache PRE oes CHR REISE eto Boh 108.00 
ROSS P Heat EH Mira once toon ogeenasepe teeta aa seo ee Se Dols os ae Staats ois eae eye 51.00 
PASE UTME EST OWING gotscis a evarere eon ts. een teront see saishc eel ailsus cleo iss. cusbeleyebent Shatetenete 22.00 


The Cash Disbursements Journal may be in the simple 
form like the first Cash Receipts Journal, but preferably 
a column will be provided to receive the detailed items 
‘which make up the lump sum charge to Accounts Payable 
controlling account. 


CASH DISBURSEMENTS JOURNAL 


SSS eet 


Fic. 20.—Cash Disbursements Journal 
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Put in the conventional journal form shown in Figure 
20, the general ledger entry to be made would appear as 
follows: 


LSE Ga setts a Re crt he ic es vce oue oflaltaa Sic, aright ree ohana Mol eneinuas erat Raters $ 50.00 
Poptart traricus ucter sete iets ats eveveucua) int @lerrveta late telallsteke talon» at aera 5.00 
IDS 4 aes JA ENG hee ae ee perio arin. Solemos SiunisOn Adore 13.50 
art an aeceyerec seria tal Nef s niete: aes eis mate tot shete: sleteat eveniene overs fellas Flic tetas 25 
ANGCOUNLS LAY ADO Nas sonlle: shel aveyeratsie atale iets euelay ete epee toate tan 304.92 
Charis brapicte erccarees haparz ia cusser atcha oops honed aah agen citeste)s ete orey ee taus Se iste nate $373.67 


and, in addition, the following debits would be made in 
the subsidiary Creditors’ Ledger. 


NO WTAM SILIN ONS Sor Sev orhsewc eed oceshaneteohes dean Reel GtamA eee tavevelaneneneencbomn Saetern Sarees $ 63.00 
IMO rr) OHMS OM s2/ 8ST Net rx siaisd ogee sa icenaliv wes iaeaca ie dela van sien sione te shal Toteboln sllgtvene 121.00 
Mire device ELAM PtONyeessers sis sie sane 61 siereerscecerieielel ast otter svetaher cto aiene etelice the 87.62 
Charles MOrtons sss jatcicr: ceicerse at ance bote chee Ok Ont Alloa eR ti) cto sy nua hehe 10.00 
RACH ARG I NOKCON .ciaicteaes a sree tevebanscancheheseiteobeced ackenekcashanenen sauce ie tenes canenemer eee 23.00 


DEA ORO 5 Reh at fo tn ee a EON OR Um alr AIT Bem POISE G Gace cuentas OO .30 


In a business of sufficient size it is quite satisfactory 
to have separate journals for cash receipts and cash 
disbursements, but the proprietor of a small establish- 
ment often desires to have the two combined into one 
Cash Journal. No change in the arrangements hitherto 
proposed is necessary, except that in the combined book 
the left-hand page will then register the cash receipts and 
the right-hand page will register the cash disbursements, 
as Shown in Figure 21. 

Many bookkeepers claim that when the Cash Journal 
is kept in this form, it is not necessary to carry a General 
Ledger Cash Account at all—that the Cash Journal itself 
takes its place. In this they are unquestionably right. 
The author, however, feels that very little is gained 
thereby, since the monthly posting of totals to the Cash 
Account consumes little time and, if it were omitted, no 
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Fie. 21.—Cash Journal Which Is Used Purely as a Posting Medium 
Compare this exhibit with Fig. 22 


or | 


CASH JOURNAL 


RECEIPTS DISBURSEMENTS 


eS ol Ef 
Cr, 


1976 


cod 
Je F. a3 
25 


‘a 


iN 


heal 
z= 


BYES 


9/9 [4 


~ 
ie} 


Q 


p 


[Corfe 
enews Cpe = | prog pal 1 
= 


NS aa 
ieee 


pieler 


4 
a 
: 
= 
& 
r_ 
—_ 
s 
a 
a 
wa 


/ 


Fig, 22.—Cash Journal Which Is Used as a Posting Medium and Which 
Also Serves as a Cash Account 


Such an exhibit is usually known as a “Cash Book.’ Compare with Fig. 21. 
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complete trial balance could be taken from the General 
Ledger. 

A Cash Journal which will take the place of the Cash 
Account is shown in Figure 22. Observe that the totals 
of the cash columns are not posted, but that the two sides 
are balanced and that the cash balance is carried forward, 
just as it is in a ledger account. 

Throughout this book we will assume that a Cash 
Account is carried in the General Ledger and that the 
Cash Journal is purely a posting medium. This is in 
accordance with the best accounting theory as well as 
good practice. 

We have now created four special journals for 


1. Sales. 

2. Purchases. 

3. Cash Receipts. 

4, Cash Disbursements. 


Thus our original journal is relieved of most of its 
entries. Through these special journals practically all 
necessary entries to the Accounts Receivable and the 
Accounts Payable Accounts can be made, although the 
original journal still handles a few of such items, for 
instance, when notes are given or received or special 
adjustments made. Instead of a highly columnarized 
book, the Journal (Figure 23) has become simple, and 
only a few entries pass through it monthly. It can never 
be entirely dispensed with, however, since there are 
always many special items which can be handled through 
no other medium. 


The Accounts Receivable and the Accounts Payable . 


columns are retained in the Journal in order to receive 
the occasional debits and credits affecting these accounts. 
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These entries may arise from allowances, returns, notes, 
and other sources. 


CasH Discounts 


‘In almost every business it is customary to grant 
discounts to those customers who pay their bills promptly. 
The discount is usually a percentage of the total invoice 
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Fig. 23.—Columnar Journal When Used as a Posting Medium for Notes 
Received and Given 


price f. 0. b. shipping point, and is only allowed to cus- 
tomers if they make payment in cash within a definite 
time from the date of shipment. Such a discount is, in 
reality, a bonus for promptness and not a reduction in 
the selling price, although many people are confused 
into thinking so because it is a percentage of the sales 
price. 

The method of booking such discounts is very simple 
if all transactions are passed through the original jour- 
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\ 
nal. For example, we ship $1,000.00 worth of goods to 
A. S. Morton and grant him the privilege of a 2% 
discount if the bill is paid within ten days from date 
of shipment. 

Journal entry made at time of sale: 


ELS ig iestey fe ises leheazths sol sie eed h a aieiol © cies toon a eels cone ais role aint a Skee a aan $1,000.06 


Journal entry when bill is paid and discount taken: 


CEI iS ie eet ee by ae REED ae ers ire Arima oro CaaS CaS $980.00 
Sale Discounts (nominal account) :..-.......-......-.. 20.00 
PNCCOUMES MEVOCELV ADO) crate ss saeres «c) «ys piceloaleie love che stale tele aha] olame tata $1,000.00 


(A. 8. Morton $1,000.00) 


On the other hand, suppose that we bought $500.00 
worth of goods from Riley & Co. on the same terms. At 
the time of the purchase we would make the following 
journal entry: 

Merchandise Purchases’, sce. tiineey-aoyatelobers toric reo ssackeian sever $500.00 


WNiceoumitseama lin: 14,0 ee separ stehenavseeelicente ne iapsie eoeve toner Reis eas) een A etemenenS $500.00 
(Riley & Co. $500.00) 


When we pay the bill and take the discount, we will make 
a journal entry as follows: 


PN CCOUNES 9 PAV ADIOS: 30 Sevencis ac Meee cits Mio ter HEA WIG Remet eB ors iste ay aves $500.00 

(Riley & Co.) 
KOSI GIVE SER GEN eR PRR cin ch Ba Senate Mara res CMS ruts GM IE $490.00 
Purchase Discounts. (nominal account): 2... .. 25. .5.2. +. 1 ence 10.00 


If many such transactions occurred, we might adopt 
the columnar expedient in the Journal: one column 
headed ‘‘Sales Discounts—Dr.’’ and the other ‘‘ Purchase 
Discounts—Cr.’’ 

How shall purchases and sales discounts be recorded 
in the system where several journals, instead of one, are 
employed? 


eee 
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It is clear that they may be handled through a special 
column in the Journal, but since they are intimately 
associated with receipts from customers and payments 
to creditors, which are handled through the Cash Receipts 
Journal and the Cash Disbursements Journal respec- 
tively, it is plain that economy and efficiency will not 
result from such a plan. A complete transaction 
including credit to Accounts Receivable and debits to 
Cash and Sales Discounts should be made through one 
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Fig. 24.—Cash Receipts Journal, Showing Method of Handling Sales 


Discounts 
If put in conventional journal entry form it would appear as follows: 
Sales! DISCOUNTS ss ielcy-velstcus oe tate enersten vane $ 56.48 
(ON ReSeRAIEn Ph iSiHey ANE ENEMY sg areraeuh hts AEC RCE 3,247.54 
Rent— 14 Ch iSt2 | PPOper by acrersreueeacrets stews set one sees $ 275.00 


INES Est Warned yi riciste sal sheleneie eet hel eyantt apache aac as 46 
INCCOUTTS | RECEIVADI Gr tec vic cickaiel stele) eleleld ty eterelew eleva 3,028.56 
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journal, and that one will naturally be the Cash Receipts 
Journal. 

The entire transaction of paying an account and taking 
the discount, involving a debit to Accounts Payable and 
credits to Cash and Purchase Discounts, should be made 
through the Cash Disbursements Journal. The two Cash 
Journals in revised form will then appear as in Figures 
24 and 25. 
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Fig. 25.—Cash Disbursements Journal, Showing Method of Handling 
Purchase Discounts 


Putting it in journal entry form we get the following: 
Drayage and Hauling $ 15.0 


Wares «Payables < ... sciatic eee 772.87 
Ruterest mGOStieen2. le toes tee eo 10.21 
ACCOUNTS PE BYVADIC Finacial Core 5,762.58 


Purehase BDIscounts, | ../-.win cient ee ete 36.72 
GaSb Bester wihsccuaire tors tehaleteue cra aleeke terse (one See 6,523.94 
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This method of handling purchases and sales discounts 
is simple. Its chief disadvantage is that it introduces 
non-cash items into the Cash Journals, but this is a matter 
of small moment compared with the convenience and 
efficiency that result from such treatment. Strictly 
speaking, the Cash Journal should receive only such 
entries as refer to the receipt or the disbursement of 
cash, and discounts, either purchase or sale, are not cash 
items, but refer to allowances or premiums for prompt- 
ness in paying. When a customer pays $980.00 in cash 
as full payment for a $1,000.00 account, the transaction, 
upon analysis, appears as follows: 


(OPEV. Sistas Oe SROs ah ee ROS eR RE ORD cers SOREL CRANE $980.00 

EA CCOUDLS a MCCOLVADIC. sssetewe aicic,chcts ceeues brie ett ain «. -\cnseselsueneiste roe noses $980.00 
Halese Discount sae we ene eres he weal enema wiser 20.00 

FA CEOUNTS MOCELVA DIC Gteticcieelertoerst ae h oe Siete ov sisvolieia ie ier atl wt ersten tone 20.00 


In the second entry, no cash transaction occurred, and 
since, by definition, the Cash Journals receive only such 
items as refer directly to cash receipts or to cash disburse- 
ments, it is clear that purchases and sales discounts do 
not, by nature, belong in these two journals. To repeat, 
however, it is a matter of economy and efficiency to pass 
such discounts through the Cash Journals, and practically 
all accountants do so. 


Notes anp Bitts JOURNALS 


In a business where the number of notes given or 
received is small, it is customary to pass them through 
the Journal in the same way that other infrequent entries 
are made, but where a large volume of note transactions 
occur, it is better to have special journals for handling 
them. These journals are the Notes and Bills Receivable 
Journal and the Notes and Bills Payable Journal. These 
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are two separate journals, although they are often bound 
into one book. A sample ruling of a Notes and Bills 
Receivable Journal is shown in Figure 26. The general 
ledger postings are made from the totals of columns 21 
and 22 at the end of the month. The subsidiary ledger 


NOTES AND BILLS RECEIVABLE JOURNAL 
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f 


(Notes Receivable Ledger) postings are made day by 
day to the customers’ accounts shown in column 19. 
Columns 7 to 18 inclusive are designed to show due dates 
of the various notes and are not posted at all. There 
is no standard practice as to the use of these columns. 
They may show only the day of the month thus: a note 
due on August 5 would be handled by inserting the figure 
5 in column 14. The use of these columns in this way 
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facilitates the preparation of schedules to show the 
amount of cash to be expected in any future month. 

The columns may be used as money columns. If so, 
the amount of the note is put under the proper ‘‘month”’ 
heading. For example, a note receivable for $75.00 due 
July 30 will be handled by putting $75.00 in column 13. 
This procedure enables the treasurer to obtain the exact 
amount to be expected from Notes Receivable during any 
one month by simply reading the columnar total. 

It may be still further elaborated by providing for both 
the day of the month and the amount under the name of 
each month. The illustration on the opposite page is 
ruled in accordance with the second plan. From the 
columnar totals we see that during the month of May 
$995.25 can be expected to come in to the treasury; in 
July, $1,579.40; and in September, $293.30. 

The Notes and Bills Payable Journal is constructed 
according to the same general plan as the form just 
discussed. 

If these two journals are bound in the same volume, 
care should be exercised in order that entries may not 
be made in the wrong journal. One of the journals may 
be printed and ruled in red ink and the other in black 
ink, and different styles of type may be used to emphasize 
the differences between the two. 


SPECIAL JOURNALS AND ContTROL ACCOUNTS 


When the principle is thoroughly grasped that journal 
items referring to the same account may be set aside 
unposted in a special column until the end of the month 
and then posted in one lump sum and the further principle 
has been established that special journals may be split 
off from the General Journal to record particular classes 
of facts, it requires no imagination to see that great 
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elasticity results. Special journals and special columns 
for those journals may be designed to fit any business, 
large or small. These journals and special columns have 
for their main purpose the collection and classification of 
financial facts in shape for posting to the General Ledger 
control accounts by totals and to subsidiary ledgers by 
items. This does not mean, of course, that every general 
ledger entry represents the total of a column in some 
journal. Certain kinds of items occur so infrequently 
that it would be unwise to provide special columns for 
them. We have seen that this is provided for in all 
journals by means of general columns. Figures appear- 
ing in these general columns are posted item by item 
to the designated general ledger accounts. 


Tuer LEDGERS 


Before considering the more complex types of journals 
it will be well to discuss, in some detail, the ledgers. The 
General Ledger is the book of the business, being the 
ultimate development of the ‘‘balance,’’ which was dis- 
eussed in Chapter I. The General Ledger is a bound 
volume containing the accounts of the business. In it 
are recorded, in a more or less summarized form, the 
facts which are collected and classified by the journals. 
The General Ledger is the keystone of the whole account- 
ing system. Subordinate to it are certain other ledgers, 
such as the Accounts Receivable Ledger and the Accounts 
Payable Ledger, each of which gives the detail of one of 
the accounts in the General Ledger. 

It is clear that any clerk having access to the General 
Ledger is in a position to know as much about the results 
of the business as the owner or manager. Some book- 
keeper must have access to it, since postings must be 
made to it and the owner can hardly be expected to do 
the bookkeeping work himself. Most of the general 
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ledger accounts, however, are not confidential; only a 
few of them are strictly so. 

The General Ledger may be split into two books, one 
large enough to contain all except private accounts and 
the other for all accounts which contain confidential 
figures. The function of the General Ledger is certainly 
not changed by binding it in two volumes instead of one, 
and a very substantial advantage is gained, namely, that 
the larger of the two volumes in which most of .the clerical 
work must be done can be freely turned over to the office 
force while the confidential ledger remains in the sole 
possession of the proprietor, manager, or a trusted 
employee. These two books are called the General Ledger 
and the Private Ledger, although in reality the General 
Ledger consists of the two books taken together. 


Tur Private LEDGER 


It is usual to include in the Private Ledger only those 
accounts which are really significant, from which the 
true profit or loss is ascertained or the true values of 
fixed assets are determined. These accounts are not the 
ones which require much bookkeeping work, but they 
reflect the really vital facts of the business. In a trading 
partnership, the following accounts would probably be 
found in the Private Ledger: 


Land & Buildings. 
Furniture & Fixtures. 
Investments. 

Inventory of Merchandise. 
Capital Account—QJones. 
Capital Account—Smith. 
Trading Account. 

Profit and Loss Account. 


All other accounts would be found in the General Ledger. 
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Since these two books are, in reality, merely separate 
volumes of the same book, it is clear that they may be so 
regarded when the time comes to take a trial balance. A 
trial balance taken from either one alone will be incom- 
plete. When they are considered together, a complete 
trial balance results. 

For various practical reasons it is often desirable to 
take a trial balance of these two books separately, and 
to facilitate this, a ‘‘balancing’’ account is included in 
each ledger. Thus, the Private Ledger will contain a 
General Ledger Account, and the General Ledger will 
contain a Private Ledger Account. When this is done, 
a complete trial balance may be taken from either of these 
books alone. The method of operating these ‘‘balance’’ 
accounts is simple. Suppose, for example, that the Cash 
Account is carried in the General Ledger and that Jones’ 
Capital Account is carried in the Private Ledger. What 
happens when Jones draws $200.00? In the General 
Ledger the following entry may be made: 


Ipriyates Wedver, “AGCOUNE Atami. cnt oer aL eae seis $200.00 
CASI, ve ter atecanccualena alate’ ode gS ay ele Matelece Meneses a ie Geo Leta scales seserieg te clea $200.00 


and in the Private Ledger this entry may be made: 


Jones 7 Capitals ACCOMM amlnerd «ie ci biseetsentareri reeds echt: $200.00 
General. Ledger Account, minccisctcme iret eer et eee eee $200.00 


The effect, eliminating the balance account, is to debit 
Jones’ Capital Account and eredit Cash. 

When an entry affects accounts in the same ledger, 
whether it be Private or General, nothing need be posted 
to the balancing accounts, but when one account in the 
General Ledger and one account in the Private Ledger 
are affected, the balancing accounts will receive entries. 

For the sake of illustration, we will assume the case 


Segoe easy Sams gt 
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of a company desiring to start a Private Ledger and 
indicate the procedure necessary. 

The balance sheet of Cutter & Wilson on December 31, 
1915, is as follows: 


Liabilities 
Assets and 
Capital 
WAH Der eran tome cpens se, oi" okevors nich Suede eee thay eve ATG aee aioe $ 5,000.00 
EACCOMMUSMEVECELVADIC! 2 etelewchiere pecrete esis Oe wie ein etere 18,000.00 
Notes Recel vablosch wn cs.jcos aoe ero aa eae eee 15,000.00 
Merchandisesinyventoryam.tis is eri ieee neers 30,000.00 
ater Coat Ul ITO ens. aya taya ool oral alisie etacers ver eleeiei oie ie 25,000.00 
RIM LOIGIIES regs LREUTOS i. cfs larshacs, oie er ere ctaameiele einer elegees 8,000.00 
PX GEOMMUESESE LY .2 DLO teste abet evden ays + ace Greve’ aivetere vovercceta ioiep shvege eieureye cael orale $ 6,000.00 
Notes ma yall @merata ete n ors eiicie's «else 10 tere orets, erate ct a sirensaereirceicters 15,000.00 
IMIGTHIE OS AEE ENO aa dloniGh ood ccmnao OOn men DAS Ob Ob uo obneds 5,000.00 
Cipver——- Capital eA GCOUMt A sc rcrcsiiers aa evereyelepsieleisie ceaterse lacie eters 50,000.00 
Witlson——Capitals-Aceoumntiy cis vers syeisieciale lessee sa etre nie iis tans Suess 25,000.00 


$101,000.00 $101,000.00 


As of January 1, 1916, they desire to open a Private 
Ledger, which will be kept in the possession of Mr. Wil- 
son, and they desire that the following accounts shall be 
included in that ledger: 


Merchandise Lmventor years) <,cicie.-) cious censintctetetenatsta: oheboiadiats! etahetsrane aie $30,000.00 
Vi frisie lh Cog A BhaDI KG reeves) noe A a ABSA Siew) aGiGre nc OK bio pew. O OREM 25,000.00 
INtbnN CTR in LOTR ani bee EARS HS aMeeanln DSO AARE Maco Abo om esa 8,000.00 
Wiiaemetregey WEEN OLS 2 Fee aan Amy His AN er yroniom Aum pct okci Gini Maas 5,000.00 
Cutver—-Capipal QACCOUntM tars clas cel boreicrn = raaayeneehaehess wap isiyie at eae ie 50,000.00 
Walson——-Capitalia ACCOUN UM antit aii le)aieieere a) she hedeletershetet terete el ais 25,000.00 
(CAMS ohtivee JMOCOULD) Sno oWdbo ceBbeborceed Tdnee Ss Sea owe eas 


(Prontvand oss ACCOUMt) Fe nets) te ilsleerra a tg nets ee Ree 


If the General Ledger could be taken apart and rebound 
in two volumes, one containing the above accounts and 
marked ‘‘Private Ledger’’ and the other containing the 
remaining accounts and marked ‘‘General Ledger,”’ 
nothing further would be required save to open a balance 
account in each, which would be debited or credited with 
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amounts sufficient to bring the books to balance. Assume, 
however, that the original General Ledger is a substan- 
tially bound book, as it should be, and that it is better 
to close out the private accounts which appear in it, 
leaving the other accounts as they are, and to open a new 
book for the Private Ledger. To accomplish this, the 
following entry should be made in the General Journal 
and posted to the General Ledger: 


1916 
dena, IF Wilovatep ees denial) Goo soduencosocacecaned $ 5,000.00 
Cutter—Capital Account....\............0. 50,000.00 
Wilson—Capital Account ................. 25,000.00 
Merchandise ylinvent OVyamat tie) siete ctsts esseterete cleterstet= tril eae $30,000.00 
Mands& | Buildin ey sevestt- ryote = foeleso kee ee eee 25,000.00 
PM Ini GUre! co LV IKGUOS, eestor ee oisisiees ieseietel ie etekete 8,000.00 
Private, DedgereAccounts. mrs sicher pleats ieee 17,000.00 


When this entry has been made, a trial balance of the 
General Ledger will appear as follows: 


Rashiaien nes Seu det ates Se ee eae # 5,000.00 

Accounts -hecelvableeeincsisaie eee ie peretel 18,000.00 

Notes “Receivable? 2 h.t cans a. cence stalee ares eats 15,000.00 
Accounts Payable. ios, cco. ace ieee e Meee ee ee $ 6,000.00 
Notes ¢Payablent acre sc voce cites orm iee eine tier 15,000.00 
PrivatesLiedger Accountinns sic cine eee nee 17,000.00 


$38,000.00 $38,000.00 


To open the Private Ledger, a Private Journal is 
appropriate. In that Private Journal the following 
entry will be made: 


1916 
janes General ledger -ACcOuntoa:snma tier cis ci $17,000.00 
Merchandise Imyentory iy. saserct etre ornate 30,000.00 
and i" Buildin oa. 3 sata seteirasis ste te tense eeeicrs 25,000.00 
Burn times coe ix tUT CS eee wenn iste tere 8,000.00 
Mortcace: Payable: tape eat eee Eanes ee $ 5,000.00 
Cutter—— Capital Account name adeincie licen etnies 50,000.00 


Wilson Capital Account amen cn cen arene eee 25,000.00 
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When this private journal entry has been posted to the 
Private Ledger, a trial balance may be taken. This trial 
balance of the Private Ledger will appear as follows: 


Generale Med Serge’ CCOUMM se ata weieree ener iisi tem erete $17,000.00 
Merchandise Inventory... ono me eee oe eres 30,000.00 
Mande UMN gy hpi eetk. ce eran Oe at aelehe s eese Seley 25,000.00 
ENT ee UO Com Ex GU CS we terekeraceetat sees cette ensea ate ep tereter ore 8,000.00 
IMOrEraC Om Paya bleu cere cies te einer cise here ester RL ee $ 5,000.00 
Cubter—CapitalwAccount* «esate ase scene tee ene neta sae 50,000.00 
Walson—— Capital -A ccount i1e ecm. eiiesvosine meen cette Rieter anes 25,000.00 


No definite statement can be made as to just what 
accounts should appear in the Private Ledger. This is 
a matter for the owner or manager of the business to 
decide. From the practical viewpoint no accounts should 
be included in the Private Ledger that receive more than 
a few entries a month, since it would be unwise to burden 
a high-priced manager or confidential secretary with 
routine bookkeeping work. The Trading Account, the 
Inventory Account, and the Profit and Loss Account 
should appear in the Private Ledger, at any rate. 


OtHER USsEs oF THE Private LEDGER 


In corporations it is customary to have a private salary 
roll for the executives, so that clerks and subordinates 
may not be advised what salaries their superiors are 
receiving. This may be accomplished in several ways. 
One way is to carry a Private Cash Account in the 
Private Ledger and make salary payments from this. 
When the private cash runs low, a replenishing check 
may be issued from the general cash and debited, in 
the General Ledger, to the Private Ledger Account. 
In the Private Ledger the amount is debited to Private 
Cash and credited to General Ledger Account. 

The use of a Private Ledger is highly desirable in 
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a large corporation and appropriate in a smaller one. 
There is little or no advantage in it for a very small 
business under normal circumstances. There is noth- 
ing mysterious about it if the reader bears in mind 
that it represents nothing more than a few accounts 
which have been taken away from the General Ledger 
and that, to obtain a complete trial balance, showing 
all accounts, both books must be used. The use of 
balancing accounts between the two books permits the 
taking of an independent trial balance of each. 

Hereafter when we speak of the General Ledger, we 
shall be referring not to one specific bound volume but 
to the collection of general ledger accounts, whether 
part of them are in a private volume or whether they 
are all contained within the same binding. It is abso- 
lutely immaterial so far as accounting theory is con- 
cerned whether the collection of accounts, which we 
call the General Ledger, is loose leaf or on cards or 
firmly bound in one volume or two volumes. The General 
Ledger exercises certain functions, and the interest is in 
these functions and not in the physical form which this 
collection of accounts assumes. 


Tue Lepcer Account 


In the preceding chapter we traced the development 
of the account and showed the standard form of ruling 
for a ledger account. This form is the one most con- 
stantly used for the General Ledger. The general ledger 
accounts, as we have seen, receive many of their entries 
in lump sum totals at the end of each month. The general 
ledger accounts which are not represented by special 
columns in the journals, and hence do not receive postings 
by totals, are not particularly active. The result is that 
posting to general ledger accounts involves but a small 
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percentage of the total time of bookkeepers and clerks. 
The comparatively small number of general ledger 
entries renders unnecessary the introduction of special 
forms of account ruling. This is far from being true 
of the subsidiary ledger accounts where the volume of 
transactions may be very large. For example, suppose 


DATE NUMBER ) DEBIT ee 


WT 


Fig. 27—Accounts Receivable Ledger Page 


There is little difference between this and the standard ledger ruling, save 
that the debit and credit items are placed side by side and next to them a 
balance column. It is often desirable to ascertain a customer’s balance quickly. 
If the account is a long one, it will require some time to determine the balance, 
unless the balance is continuously brought forward in a special column, as shown 
in this illustration. 


a company made five hundred sales on credit during a 
given month. For these sales the general ledger entries 
might number only two—a debit to Accounts Receivable 
and a credit to Sales Account for the total credit sales 
of the month as shown by the Sales Journal. In the 
subsidiary Accounts Receivable Ledger there will be five 
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hundred entries to be made. This makes a total of five 
hundred and two postings, only two of which are made 
to the General Ledger. 

In a similar way five hundred receipts of cash from 
customers recorded in the Cash Receipts Journal would 


SSE 
Cc Re ace 


AME 
Gai: 


Fic. 28.—Accounts Receivable Ledger Page 


This form of account provides for a current balance and also an old balance. 
This old balance column is used only when bookkeeping machines are employed. 
To the figure shown in that column the debits are added and the credits 
subtracted to secure the new balance. 


involve five hundred postings to the subsidiary Accounts 
Receivable Ledger and only two to the General Ledger; 
i. e., debit Cash and credit Accounts Receivable for the 
total cash received from customers as shown by the 
columnar totals in the Cash Receipts Journal. 

It is because of the great amount of clerical work 
involved in keeping the subsidiary Accounts Receivable 
and Accounts Payable Ledgers that attention has been 


Development of Special Journals 87 


given to the problems of reducing bookkeeping cost and 
increasing accuracy. 

The manufacturers of adding and bookkeeping ma- 
chines do not intend that their products shall operate 
on the General Ledger, where the postings are compara- 
tively few, but on the subsidiary ledgers, where the 


Fig. 29.—Accounts Receivable Ledger Page 


This is a somewhat more elaborate form of account ruling. The narrow 
columns are used for “checking” purposes. 


postings are many, the errors are frequent, and the 
opportunity for cost reduction is apparent. 

For the same reasons the general ledger accounts are 
in the standard account form, but the subsidiary ledger 
accounts are especially ruled and often bear no resem- 
blance to the standard form. Standard rulings for such 
accounts are shown in Figures 27, 28, and 29. 
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Tur Cotumnsar LEDGER 


The columnar ledger is a useful device under certain 
restricted circumstances where the number of customers 
is large and the monthly transactions are few, such as 
the electric light business. The ledger page may contain 


PURCHASE JOURNAL 
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Fig. 30.—Columnarized Purchase Journal 


as many as fifteen or twenty accounts. Hach account 
consists of one or more lines, depending upon cir- 
cumstances. Banks formerly employed the columnar 
ledger, but have just about abandoned it because of the 
introduction of modern mechanical bookkeeping methods 
which give better results. Where used by banks, the 
columnar ledger is often called the ‘‘Boston Ledger.”’ 
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Owing to the fact that this form is falling into disuse, we 
will neither illustrate nor describe it. 


Tur CoLUuMNAR: PURCHASE JOURNAL 


The Purchase Journal, which we have already dis- 
cussed, has two functions: (1) Its total is posted to the 
debit of Merchandise Purchases and credited to Accounts 
Payable Account in the General Ledger. (2) Its detail 
is posted, item by item, to the various personal accounts 
in the Accounts Payable Ledger. If it seems desirable 
to show greater detail on the General Ledger, the single 
debit to Merchandise Purchases may be split into several 
debits to several classes of Merchandise Purchases 
Accounts. 

Suppose, for example, that a business has five depart- 
ments and carries in its General Ledger five departmental 
Merchandise Purchase Accounts. In order to charge 
purchases direct to the proper accounts, it will require 
a columnar Purchase Journal.. Such a Purchase Journal 
might be ruled as shown in Figure 30. 

Putting the same items in conventional journal entry 
form we have the following: 


Merchandise Purchases Ageounts pepe ALC aeyelael shee $8,521.00 

os ae Bywetecie eres 998.00 

ce oe oe Se alee Cleeun ates stecete 3 4,006.00 

eS i se IQR SI BER ata es nearrls 1,250.00 

oe ag aS Sy Ml sc atatepactenioa ts 3,081.00 
Accounts Parents Ss IANS chet dls ostehe gb kce hw sha retols epee olemeinee e emer $17,856.00 


In addition to the above general ledger entries, there 
will be the usual credits to the individual crediters’ 
accounts in the subsidiary Accounts Payable Ledger. 


Tur VoucHer REGISTER 


A form of journal like this may be greatly expanded, 
of course, by the insertion of extra columns. It may 
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also be changed in character somewhat, since it forms 
an ideal medium for the distribution of charges not only 
in connection with purchases, but of other items which 
are to be paid out in money. By including debit columns 
for expenses such as wages, salaries, selling expense, 
general overhead expense, etc., and columns for the 


various charges to capital accounts, such as Machinery, 


Tools, ete., we change the character of the Purchase 
Journal, forming another journal commonly called the 
‘‘Voucher Register.’? This name arises because of the 
common use of vouchers in modern business. 

According to Webster’s New International Dictionary, 
a voucher is ‘‘a book, paper, or other thing which serves 
to vouch (affirm) the truth of accounts.”’ 

Where the voucher system is in use, every invoice or 
bill that is received must be vouchered before the disburs- 
ing office may pay it. By this we mean that it must be 
O. K.’d or approved by two or more responsible persons 
as to: 


1. Authentification of purchase 
(approved by purchasing agent). 

2. Quantities, prices, grades, sizes, quality, ete. 
(approved by purchasing agent). 

3. Actual receipt (approved by receiving clerk). 
(a) Quantity. 
(b) Sizes. 
(c) Class. 
(d) Kind. 
(e) Quality. 
(f) Condition. 

4. Mathematical accuracy of extensions 
(approved by checking clerk). 


BP 2-5 
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do. Terms of payment 
(approved by purchasing agent). 
6. Distribution 
(approved by bookkeeper or auditor). 


The usual method is to have a standard form of 
voucher, which is technically called a ‘‘voucher jacket.’’ 
(See Figures 31 and 32.) The data shown on the invoice 
or bill is entered on the voucher jacket, and the invoice 
itself is pinned to the voucher jacket and temporarily 
filed, alphabetically, in the accounting department. 
From time to time other invoices from the same creditor 
may be received. If so, they are entered on and pinned 
to the same voucher jacket. At the end of the month or 
the week the voucher? with all invoices attached is sent 
to the proper employees and department heads for their 
O. K., after which it comes back to the accounting depart- 
ment, where it is entered in the Voucher Register. It is 
then refiled until a check is issued in payment. This 
check may be accompanied by the voucher jacket (the 
invoices being detached), which must be signed and 
returned by the payee as a receipt. Paid vouchers are 
permanently filed in the accounting department numer- 
ically by voucher numbers. 

The technique of handling the Voucher Register is a 
matter of bookkeeping and has no place in this volume. 
It may be a matter of some interest, however, to illustrate 
some typical transactions and the manner of booking 
them. 

The following transactions are illustrated in the 


2 When a discount is obtainable, it is customary to voucher the invoice 
and make payment without actually waiting until the end of the month or 
week. 


Se 
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CHICAGO, ILL. 


THE BLANK COMPANY 


CORRECT AS TO: EXTENSIONS. 
TERMS______. QUANTITIES. RECEIPT. sae YY 


AUDITED AND O,K.'D BY: 


Fig. 31.—Front of Voucher Jacket 


For reverse, see Fig. 32. 
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VOUCHERS PAYABLE, CR. $_—______ 
MATERIALS 
FACTORY EXPENSE 
SELLING EXPENSE 
ADMIN. EXPENSE 


ENTERED V-R. 


Fig. 32.—Reverse of Voucher Jacket Shown in Fig. 31 
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Voucher Register and in the Cash Disbursements 
Journal: 


March 2, 1916 Invoice for raw material, $1,122.19, 
received from Simmond’s Steel Co., 
Chicago, Ill. 

March 4 Invoice for $10,000.00, covering ma- 
chinery received from the Automatic 
Machinery Co., of Cincinnati, Ohio. 


March 6 Invoice for small tools, $218.92, from 
the Tungsten Tool Co., Tupelo, Miss. 
March 15 Payroll for half-month totals, $2,392.38, 


chargeable as follows: Productive 
Labor, $1,265.98; Factory Expense 
(non-productive labor), $298.18; . 
Administrative Expense (office pay- 
roll), $3801.00; Selling Expense 
(salesmen’s salaries), $527.22. 


March 19 Invoice for raw material, $763.00, from 
Simmond’s Steel Co. 
March 22 Bill for month’s rent of factory and 


office, amounting to $400.00, from 
Aeme Real Estate Co. This is 
chargeable as follows: Factory Ex- 
pense, $300.00; Administrative Ex- 
pense, $100.00. 

March 24 Bill for repairs to office adding machine 
received from Rapid Adder Co., 
Detroit, Mich., amounting to $10.00. 

March 27 Invoice for raw material, $381.00, sub- 
ject to 1% discount if paid within 
ten days, received from the Cleve- 
land Rubber Co. 
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March 29 Invoice for raw material, $100.277, 
subject to 3% discount within ten 
days, received from John Stewart 
Co., Baltimore, Md. 

March 31 Payroll for half-month totals, $2,477.15, 
chargeable as follows: Productive 
Labor, $1,325.71; Non-productive 
Labor, $301.19; Office Payroll, $327.- 
06; Salesmen’s Salaries, $523.19. 


When payments are made, they are recorded in the 
Cash Disbursements Journal to the credit of Cash (and 
Purchase Discounts, if taken) and to the debit of Voucher 
Payable, thus: 


CASH DISBURSEMENTS 


Fig. 33.—Cash Disbursements 


When all postings have been made, it will be seen that 
the balance of the Vouchers Payable Account represents 
the total amount owing not only for. purchases of 
merchandise, but for unpaid wages and salaries and 
purchases of ali sorts of supplies and tools, rent, interest, 
ete., whereas the old Purchase Journal was only used 
for purchases of merchandise. 
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Fie. 34.—Voucher Register 
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Where the Voucher Register is used, it is customary 
to do away with the formal Accounts Payable Ledger. 
When checks are issued in payment of a voucher, a nota- 
tion is made on the Voucher Register itself in the space 
provided for that purpose. All unpaid vouchers are 
alphabetically kept in a separate file, so that they may 
easily be located, if necessary. The Vouchers Payable 
Account in the General Ledger is the controlling account 
over the unpaid vouchers in this file. When a voucher 
is paid, it is filed, according to the voucher number, in 
another cabinet. An alphabetical card index of these 
paid vouchers is kept so that it is possible to locate all 
vouchers to any one firm by obtaining the voucher num- 
bers from the card index and thus locating the vouchers 
themselves. Such an index card might appropriately 
appear as follows: 


Cleveland Rubber Co., Cleveland, Ohio 


ne 


ree 


| 106 


This card shows vouchers for the Cleveland Rubber 
Company, as follows: 
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Voucher No. 11 drawn in December 1912 


ce Coa eee “¢ March 1913 
“e ae 32 oe oe May 1913 
oc Si ADRS S ** August 1913 
ft Sy HOSS Ss «“ December 1913 
se eT ihe aces ce July 1914 
ae see eaROOL hike «« September 1914 
£5 BET CRESS cae “¢ February 1915 
ih sie LOG ame «¢ April 1915 


If, at any time, it is desired to make a complete survey 
of past dealings with the Cleveland Rubber Company, the 
various voucher numbers may be ascertained from this 
eard and the vouchers themselves drawn from the 
numerical file of ‘‘paid vouchers.’’ 

From the foregoing it can be seen that there is no need 
of an actual bound Accounts Payable Ledger. The 
vouchers themselves form such a ledger in loose-leaf 
form. 

THE STATUS OF THE JOURNAL 


In the early .portion of this chapter, we based the 
entire discussion upon the Journal. In the beginning 
all general ledger entries were passed through the Jour- 
nal, but for certain reasons heretofore discussed it has 
been found desirable to abstract, segregate, or split off 
certain journal functions, using separate books for han- 
dling each class of items. The original journal, by this 
process of abstractions, has been robbed of practically 
all the entries which formerly passed through it on their 
way to the Ledger. Only a few transactions are of such 
a nature that they must be handled in the Journal; the 
great majority flow naturally through one of the following 
special journals: 


Cash Receipts Journal. 
Cash Disbursements Journal. 
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Sales Journal. ° 

Notes and Bills Receivable Journal. 
Notes and Bills Payable Journal. 
Voucher Register. 


The items which must be journalized, although few in 
number, are very important. In the main they consist 


THE BLANK COMPANY 
ACCOUNTING DEPARTMENT 


CHICAGO, FLL., 


Y REMARKS 


HE PROSE 
AE RGGE 


APPROVED FOR ENTRY: 


Fie. 35.—Front of Journal Voucher 


For reverse, see Fig. 36. 


of opening and closing entries and adjustment and correc- 
tion entries. Such important entries must be accom- 
panied by full and complete explanations written ag an 
integral portion of the journal entry itself. As a 
substitute for these cumbersome, formal, and long-winded 
explanations, a journal voucher is now largely used. (See 
Figures 35, 36, and 37.) To the journal voucher are 
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fastened supporting schedules, papers, letters, and 
memoranda, and from this journal voucher the journal 
entry is made. The journal voucher is, of course, 
numbered, and the journal entry shows that number. 


DATE OF ENTRY. 19> 


JOURNAL VOUCHER No. 


Name. 


Address 


DEBIT ACCOUNTS AMOUNTS 


Acceunts Receivable | 


Accounts Payable 


GRAND TOTAL 


Folio | Acceunts is Items 


Fra. 36.—Reverse of Journal Voucher Shown in Fig. 35 


The journal entry may be brief, since it is supported 
by the complete journal voucher, containing all the 
information, which may be drawn from the file when 


needed. 


1 
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With the foregoing arrangement it is clear that files 
must be provided for two kinds of vouchers: (a) 
expenditure vouchers which support voucher register 
entries and (b) journal vouchers which support entries 
in the Journal. Journal vouchers must be filed and 
safeguarded with as much care as vouchers for expendi- 
tures. There is nothing illogical, therefore, in filing 
both in the same filing cabinet. The numbering system 


MILWAUKEE WATER WORKS 
JOURNAL VOUCHER 


APPROVED 


Fig. 37.—Journal Voucher Which Is to Be Bound and Used as a Posting 
Medium 
Supporting papers are filed in ordinary letter files. 


must be handled so that no duplicate numbers will 
appear. ‘ 

If the vouchers can be handled in this way, it is natural 
to ask why the Journal and the Voucher Register cannot 
be similarly combined. Progressive accountants have 
done this, and the results are satisfactory. It is required 
only to add more columns to the Voucher Register. These 
columns are used for journal entries and do not interfere 
in the least with the functions of the Voucher Register. 

If there were many journal entries, such a plan would 
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prove cumbersome; when only a few appear each month, 
it is highly desirable because of: 


1. Uniform handling of all vouchers. 
2. Hliminating one book (the Journal). 


Figure 38 shows a Journal containing certain entries. 
Figure 39 shows the Journal combined with the Voucher 
Register in the manner suggested. 

This last step eliminates the Journal entirely as a 
separate book. In fundamental theory the Journal] is 
the book that receives all entries which are to be posted 
to the General Ledger. In practice the Journal is not 
a book at all. It is nothing more than a function which 
is exercised by a collection of books which we have called 
‘“special journals.’’ As long as their common ‘‘journal’’ 
function is understood, it makes no difference what they 
are called. As a matter of fact, most accountants refer 
to the Cash Book instead of the Cash Journal; to the 
_ Sales Book rather than the Sales Journal, ete. 

Because of the fundamental importance of the idea, it 
will bear repetition to say that the Journal is a collection 
of all the books which have the common function of 
serving as mediums for posting to the General Ledger. 


Cash Disbursements Book. 
ceeh Book { Cash Receipts Book. 
Sales Book. 

Notes and Bills Receivable Journal 
Notes and Bills Payable Journal. 
Voucher Register. 

General Journal. 

t Ete. 


The Journal embraces 


Postinc TECHNIQUE 


Webster’s New International Dictionary defines the 
word ‘‘post’’ as follows: ‘‘To transfer or carry (an 
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ACCOUNT 


EXPLANATION 


Page 


Fie. 38.—Journal 


Compare with Fig. 39. 
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entry or item) from an auxiliary book to a more formal 
book, as from the Journal to the Ledger.”’ 

This is correct so far as it goes, but proper posting 
implies at least two things not mentioned in this defini- 
tion. When a ledger posting is made, it is not sufficient 
merely to post the date and amount. The nature of the 
‘‘contra’’ item should also be indicated. Thus, if Cash 
is credited and Notes Payable debited, the word ‘‘cash’’ 
should appear in the explanation column of the Notes 
Payable Account. This procedure is even more important 
on the subsidiary ledger accounts than on the general 
ledger accounts. The second important point is in con- 
nection with the use of the ‘‘folio’’ columns which appear 
in all the books, both journals and ledgers. They are 
primarily intended for ‘‘check’’ marks to indicate the 
items that have been posted. As soon as a posting is 
accomplished, a ‘‘check’’ is made in the Journal, opposite 
the item and in the ‘‘folio’”’ column. This removes all 
danger that the item will be posted twice in error. 
Instead of using the simple ‘‘check mark’’ it is now 
customary to insert the number of the ledger page to 
which the item was posted and in the ledger folio column 
the page of the Journal from which the item is inserted. 
This ‘‘cross-indexing’’ makes it very easy to trace items 
through the books, and if these figures are not inserted 
in the ‘‘folio’’? columns until after the item has been 
posted, they also serve as a check against double post- 
ing it. 

ConcLusIoN 


In order to develop the fundamental theory of the 
Ledger, the subsidiary ledgers, and the journals properly, 
it is essential to avoid the complex. If this is not done, 
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the proper perspective will be lost, with resulting failure 
to create a vivid picture in the reader’s mind. 

In order to develop the really vital ideas, it has seemed 
wise not to obscure the presentation by elaborately ruled 
forms or many special journals. One who understands 
the essentials of a journal or the purpose of a form can 
design special journals and forms to fit particular situa- 
tions and can analyze those he finds in any accounting 
department. Every book or sheet from which postings 
are made to the General Ledger is a journal, and any 
book which does not serve as a posting medium, but 
rather gives complete details of a general ledger account, 
is a subsidiary ledger. Using the General Ledger as a 
basing point, it is easy to determine just what relation 
any other book bears to it. 


TEST QUESTIONS 


1. What two functions are served by special journal columns? 
2. Define the Private Ledger and explain its relation to the 
accounting system as a whole. 
3. (a) What is the function of the Voucher Register? 
(b) How may the formal Accounts Payable Ledger be 
eliminated ? 
4, What are the essentials of posting technique? 


CHAPTER IV 
THE BALANCE SHEET 


The trial balance has been mentioned as a device for 
determining whether the General Ledger is in balance. 
It is the means of testing for incompleteness of entry. 
It does not pretend to indicate whether all postings have 
been correctly made, but merely whether the law of 
double entry has been observed. 


Tue Trt BaLANce 


A trial balance results from listing the names of all 
general ledger accounts, carrying out opposite the name 
of each account, first the total of the debit, and then the 
total of the credit items. If desired, only the balance 
of each account may be used, debit balances being inserted 
in one column and credit balances in an adjacent column 
to the right. The aggregate of totals of the left, or debit 
column, should be exactly equal to the aggregate of totals 
of the credit column. If this balance is ‘‘struck,’’ it may 
be assumed that the General Ledger from which the 
figures have been taken is also in balance. 

A trial balance taken from the General Ledger of 
Arthur B. Clark on December 31, 1915, is as follows: 


TRIAL BALANCE—ARTHUR B. CLARK 
December 31, 1915 


Debits Credits 
Ca STmep trent stan «she ctayeNe Rovere stcacetereyePionde mimes erence es $ 3,263.78 
INCOME EY INQCSNA OEP hegeaoris ou aecl bes Go AS Saw beens 350.00 
INOW NOs A) an Aap rmninc cidoticttooonsGonoss6 1,050.00 
Murniturercmuaxtured tay acts accterehe okie meee eee 450.00 
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Debits Credits 


ACCOUNTS PEAY ADLEAr mre cee ie oO tleleO oa Sok ov custes sivaiee me aes $ 306.47 
PATAMUCMES oo CLATIN echcpette Sets Mer teh om crete hielo emer aeosrtrne eed 9,000.00 
Sales Mammary Sab gas here no chere oraeie tots otaigte tetoesa. ete os tobs ookecupes cet 3,012.49 
ERC RAO DISCOUNLS wr ey evvere. «esac Ree eerie yee: crane AA cee eeee 29.2] 
Merchandises burchases sisuragecd taciiserdeeicisee cite 6,998.28 
HE XSI) OTS Orel arnt ca es 8 a dager ee wee vales enc wigs ofthe OSS sw be Wi osays 223.11 
SALGse DISCOUNTS Oa. Aanye ede 6 ees er eR Sa kee use 12.00 
MM TCTOSTMR Ge ok OG 1G Recvere Wo te. aloracs, Siotete oles Pete Biola Tae 1.00 


$12,348.17 $12,348.17 


Examining this trial balance critically we perceive that 
it means little without additional data. It is apparent 
that the business has on hand $3,263.78 in cash. Pre- 
sumably this figure has been verified by an actual count 
or inventory of the cash itself. Can the same thing be 
said of the next item, Accounts Receivable $350.00? 
Probably not, since it represents claims against debtors, 
some of whom may conceivably fail to pay in full. 

Furniture and Fixtures Account represents a tangible 
asset. This account was charged with the cost price of 
the furniture and fixtures at the time of purchase. 
Probably this account does not represent the exact truth 
at the time of this trial balance, since the value of such 
assets continually diminishes due to the ravages of time 
and ordinary wear and tear. 

Accounts Payable may be assumed correct since an 
incentive to overstate it is lacking and an understatement 
of the total may be developed by examination, or audit 
of the books. 

The items of Sales, Purchases, Discounts, Expenses, 
and Interest are nominal or proprietorship accounts, 
which, after the inventory has been applied, must be 
combined or merged in order to obtain the net figure 
representing an increase or decrease in the proprietor’s 
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interest. This balance must then be credited or debited 
to the A. B. Clark (proprietor) Account. The final 
balance of the proprietor’s account will represent the 
total of his interest in the business, or to phrase it dif- 
ferently, the amount which the business appears to owe 
the proprietor. 

Merchandise Purchases $6,998.28 represents the cost 
of the total material purchased during the accounting 
period. This figure, less the inventory of merchandise 
remaining on hand, at cost, must be equal to the cost 
of the goods which have been sold. 

The inventory on December 31, 1915, equals $4,500.00. 


PTT GNA SCS anew tlhe aces tesvrene’ setebenalcio ior ststeiel Sods arcieseh ate piepspenaeie tetera $6,998.28 
BVGOSS=— I NVENLOLY § bs) cirioss eaieissetave eyelgieis saree agai aha ans) ehavetae tele le ie eaclie tare 4,500.00 
Costeot eMerchandise \SOldsa).\. ain iecneiecse™ mae. sheeiarebalsrsievene) s)etelolelvastion te $2 498.28 


In order to obtain the net amount due to or from the 
proprietor, a calculation may be made as follows: 


EXPENSES OR LOSSES INCOME or GAINS 
Porehases? ..).-1. - $6,998.28 Sales blo ssimchworcbieseroe $3,012.49 
INVeEnGORY toe cies. 4,500.00 $2,498.28 Purchase Discounts....... 29.21 
IDXPENSOMe twas side sos ele ee 223.11 $3,041.70 
Mtn estas we icce te creer ene 1.00 
Dales Discounts... sien wees 12.00 

$2,734.39 2,734.39 
Amount to be credited to A. B. Clark’s Account................. $ 307.31 


Ts this figure correct? 

The answer must be ‘‘No,’’ since it has been admitted 
that two of the assets are really worth less than the 
balance shown by their ledger accounts. 

The Furniture and Fixtures Account shows a balance 
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of $450.00. This represents, we will suppose, the cost of 
these assets at the time of purchase. They are unques- 
tionably worth less at alater date. If they are appraised 
at $400.00 on December 31, 1915, but are still carried in 
the account at original cost, $450.00, it is evident that 
this account does not tell the truth. A loss of $50.00 has 
been suffered and should be debited to the Proprietor’s 
Account (or, better still, to one of his classified subsidiary 
accounts). 

It has also been agreed that Accounts Receivable may 
not be worth $350.00. Suppose that a critical examina- 
tion of the several customers’ accounts develops that one 
of the customers, H. I. Joy, who owes the business $10.00, 
has become insolvent. The balance of the Accounts 
Receivable Account $350.00 does not reflect the truth. 
The amount should be $340.00, and the $10.00 loss is 
properly a debit to the proprietor. 

The calculation previously made for determination of 
the proper amounts to be charged or credited to the 
proprietor is not complete. The following figures will 
result in the correct amount if good judgment has been 
exercised in appraising the two assets, Accounts Receiv- 
able and Furniture and Fixtures. 


EXPENSES or Costs INCOME OR GAINS 
Purchases... <> $6,998.28 Sales saat wie inne $3,012.49 
Inventory ...... 4,500.00 $2,498.28 Purchase Discounts ....... 29.21 
EXP OTBO2 Iecy Ae yevesoyeyue" ele cna 283.11 $3,041.70 
TNGOL ESE oer srrreosacnetelsrsusteceiele 1.00 
Salesmpiscounten se ee oe 12.00 

$2,794.39 2,794.39 
Amount to be credited to A. B. Clark’s Account................ $ 247.31 


1 The $10.00 loss on Accounts Receivable and the $50.00 loss on Furniture 
and Fixtures have been included in Expense. 
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The above calculation is’ appropriate to reach a net 
figure representing the profit which is creditable to A. 
B. Clark’s Account. In the General Ledger the balances 
of the various accounts would be transferred, in accord- 
ance with the rules of double entry, to the Proprietor’s 
Account. Since no posting should be made to a general 
‘ledger account, save through a journal, the first task is 
to frame up proper entries which, when posted, will result 
in a final credit of $247.31 to A. B. Clark’s Account. 
Such entries are technically known as ‘‘closing entries.’’ 


Prorir anp Loss Account 


It is customary to open a temporary account called the 
‘Profit and Loss Account,’’ to which are posted the 
sundry debit and credit balances of the nominal or 
proprietorship accounts. The final balance of this Profit 
and Loss Account will then represent the net amount to 
be debited or credited to the main Proprietor’s Account. 


ADJUSTMENT JOURNAL ENTRIES—A. B. CLARK 


1915 
DOCS Lam HX DOUSO: werccciacycticrs mest. austere deketeene sears ome see $50.00 
Hurniture™ & Eixturess. cece este cements niente $50.00 
To provide for the shrinkage in value of the asset, 
Furniture & Fixtures, by means of a transfer of 
the amount representing loss, to the nominal, 
or proprietorship, account, Expense 
Dec. 31 Expense 
ACCOUNTS HRECCLVADIO ure cern riser eee re aan $10.00 
(Also credit H. I. Joy’s account, in the Accounts 
Receivable Ledger, $10.00.) 
The above entry provides for the shrinkage in the 
value of Accounts Receivable by means of a 
transfer of the amount representing loss to the 
nominal account, Expense 


After these two journal entries have been posted, a 
trial balance of the General Ledger will appear as follows: 
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TRIAL BALANCE, DECEMBER 31, 1915 


Debits 

(GETS \ooso'ay cine RAAAI GOSS OtEs ORa Cae eee $ 3,263.78 
PAC COUNtEE OCELV ADO mrcieuaeene rack isis eyes easiokeiors 340.00 
INoteswhecelvall leis, qayerner arctan el Nenotaatannern se mien aues 1,050.00 
IMs tain) Cd UM banihyec lh. soi cH Sa, 2 OR Ane eta "400.00 
ERGOT! IEPA Eg ERE as Oo Oo Boe 6b OMOO AIOE cae DOT Tee BIG Oe, Orc 
PAT THUR DS ae CLAT Kt. aie cacuuss Peete efor eee oie rate Lo e's adore ty crs tok kere 
PS URCS pranePeeey Derek sick oe cus, ce Me eeerele aia or pe AR SRR RePere, © oiatee, oe, gpememerebo es 
Un ChAasem W1SCOUNLS Me sat salsa neneteh race rsremecteroitre ar saeie let vectsole Paietene 
Merchandises Purchases i. sis. acces scence cel 6,998.28 
IOPAaGINT) Gop ODO SEO Os CLG OO RBOUS MOE D ee BO Mone 283.11 
Balese Wi seOun hs war eee carers sion ave ster wuple siekartee oi ers 12.00 
INGCOTES) cree cet cc serie sels te crete ters slams srtiei es © eve & 1.00 

$12,348.17 


ft 


Credits 


$12,348.17 


The following journal entries will then be made for 
the purpose of transferring the balances of the nominal 
accounts to the Profit and Loss Account which will be 


opened in the General Ledger. 


1915 

DGC olan SAlCS eA CCOMME orencte) ater el cfeliel steelstereloysieleens/ies (a) $3,012.49 
Profit and Lossy Accountiny-).itel- loli (a) 

Dee. 31 Purchase Discounts Account........... (b) 29.21 
Protitiand quossPAccOun ten mittlenistelercil (b) 

Dee. 31 Merchandise Inventory Account........ (ce) 4,500.00 
Profit and Loss Account............. (ec) 2,498.28 
Merchandise Purchases Account....... (¢e) 

Deca cl) Erofityand) Moss ACeountinye citer ie cleciyen (d) 283,11 
Iss gin: ACCOMM ye seo odod docs eubadee (d) 

Dec. 31 Profit and Loss Account............... (e) 12.00 
Sales: Discounts Account............. (e) 

Dee. dl Profit, and Loss Account. . 3 .\-%. sec). (f) 1.00 
In terestarAccountarweieryseirerieksteasrcres (f) 


$3,012.49 


29.21 


6,998.28 


283.11 


12.00 


1.00 


The general ledger account called ‘‘Profit and Loss’’ 
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will appear as follows after the postings have been made 
from the Journal: 


Prorir AND Loss ACCOUNT 


1915 1915 

Dec. 31 Cost of Sales.(c) $2,498.28 | Dec. 31 Sales ...... (a) $3,012.49 
31 Expenses ...(d) 283.11 31 Purchase 
81 Sales Dscts.. (e) 12.00 Dyetsh.- cb) 29.21 
Sl suinberest s(t) 1.00 : 


The total of the debits in this account equals $2,794.39, 
and the total of the credits equals $3,041.70, or a differ- 
ence of $247.31, which equals the net profit. If the debit 
total had been larger than the credit total, it would indi- 
cate that a loss had been suffered. 

A trial balance of the General Ledger after posting 
will appear as follows: 


Debit Credit 
CASH Ya ctercpelcacrs c'6 arom sie eieis parcels eis e-s 4 ere aietoaieys eis ee neenteR $3,263.78 
NCC OUMES MMIVE CEVA OLOe wemietaslstelersereiiel ee atereterateletetalante 340.00 
UNOGeS Me CCelVa ble acai lele srerore ohcvoow sheila easienate) seaieele vohoere 1,050.00 
iMorchandiseme Inventory. irersreleltcveveteie aieleeueuelelal cieesiover thas 4,500.00 
SPOTL LIG eco EARL OS ote te eintahelo inci eiel-rsiavete Peteiehaineeteyens abs 400.00 
ENCCOURES OE VEDIC tenes cre apsyeistsretecate laveietahione atalaterctenaratenass $ 306.47 
CAML 5 CLALIT cove laccisie cetera eve aietate svete mieree acre a ereseretete 9,000.00 
Profit and Woss Accounts.) <j < ve erels abate et eierers 247.31 


$9,553.78 $9,553.78 


The final closing journal entry transfers the balance 
of the Profit and Loss Account to the Proprietor’s 
Account. 


1915 


This entry having been posted, the following trial 
balance may be taken from the General Ledger. 
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Debit Credit 


Waslitincte ceirre Sorte sie, eretiste ce ee ne citee e ce cia veins $3,263.78 
FACCOUNtH MERE COLVADIO seemiee eae cite oertie cee otc caress tes 340.00 
Notesqheceivablesverwante so ouancece iin oe os eee aes 1,050.00 
Menchan disem Inventory secretes aes Coe 4,500.00 
Mn ibUPe ms Coe EX LULOS 4 rete eer srertieteiere ceteioiors satiate 400.00 
ACCOUNLS ME AV ADO... arremi terse «fete oremetiite Saat etre are $ 306.47 


AWB. Clark—Capital Account. ....0-.c0es sees cece ce 9,247.31 


$9,553.78 $9,553.78 


The above exhibit is technically known as ‘‘balance 
sheet.’’ Strictly, a balance sheet is a trial balance of 
the General Ledger after the nominal or subsidiary 
proprietorship accounts have been closed directly into 
the Proprietor’s Account or into some main subdivision 
of that account. 

The figures which appear in a balance sheet are taken 
from the general ledger accounts. This must be borne 
in mind, since in a later chapter we shall discuss similar 
exhibits which are not balance sheets, simply because 
they do not obtain their figures from the General Ledger. 

The difference between a trial balance and a balance 
sheet is that a trial balance is taken from the Ledger 
before the nominal accounts have been closed; a balance 
sheet is taken from the Ledger after the nominal accounts 
have been closed. 


Form oF BaLaANCcE SHEET 


It is not essential that a balance sheet be in trial balance 
form. Some latitude as to arrangement of the figures 
is permissible; thus, the above balance sheet may be 
presented in other forms and still be correctly termed 
a “balance sheet.’ 
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Bauance SHEET—ARTHUR B. CLARK 
December 31, 1915 


Assets 


Cash tases. 6 ot dd talc ARie hots CIS HERD PEE Coo oe ace $3,263.78 

Accounts Receivable..............02 eee eee cece sees 340.00 

INOtOS i RECELVA DIO arora tig iacrese ts lave (ss sis) afe ol oor ernie fo vous) oceans 1,050.00 

Merchandise Inventory, Dec. 31, 1915...............- 4,500.00 
MT otaleOurrentiwASSOts ics noice ccccte chet aie w cichsterslche = 20h poo slecetotete $9,153.78 

PRUE DIALUEG wi Coe HuEX GUN OB s aaraslsicte'sss or aisles isis sete ereteie) sueeisrerelusuiaiats 400.00 
POPS ECABSOLM tesc levis ates ajovers gels! Gralich one late severe icpe let aie ake ops fe telehenahetens $9,553.78 

Liabilities 

ACCOUNTS AV ADIO tonya egertets sie states letele Gisele isiels sieiniatalsketelet =) aleiainiaiat 306.47 

ONCE SCSOULGOS SL g toet, nce Saitvenn cuayels eluls lelsta eines cre ntetonste let meraL Nene 9,247.31 
Represented by— 

A. B. Clark—Capital Invested. ...........-...200000: $9,000.00 

Profits—period ended Dec. 31, 1915.............. 247.31 $9,247.31 


There are several other standard methods of arrange- 
ment and presentation of balance sheets. A more detailed 
discussion of proper balance sheet construction will 
appear later in this chapter. 

English accountants regard the balance sheet as a 
statement of account rendered by the business to the 
proprietor. This is a strictly logical, but somewhat nar- 
row, point of view. A balance sheet is of interest to 
three classes of persons: 


1. The proprietor of the business. 
2. The creditors of the business. 
3. The management of the business. 


The proprietor’s interest in the balance sheet is evi- 
dent. He has invested his money in the business and is 
entitled to know what is happening to it, whether it is 
being increased through wise management or decreased 
through poor judgment and extravagance. 
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The one who extends credit to a business is also entitled 
to know whether his interests are properly safeguarded. 
The yearly balance sheet affords him an opportunity to 
confirm his good judgment in extending the credit and 
to offer further accommodations if it seems wise. Most 
creditors are now demanding yearly copies of their cus- 
tomer’s balance sheets, and that debtor who will not 
furnish them must be in a very strong financial position 
to escape the suspicion that he has something to conceal 
from his creditors. 

It is to the manager that this exhibit is of greatest 
value. It gives him a bird’s-eye view of the condition 
of the business at a given time, and a comparison of this 
with similar statements of previous years affords invalu- 
able information as to the progress made. Based on 
such significant history as is afforded by these compara- 
tive statements, the manager’s plans for the future are 
formulated. 


LIMITATIONS OF THE BaLANcE SHEET 


A balanee sheet may be compared to a snapshot 
photograph of an object. It is a ‘‘still’’ picture and, 
therefore, does not tell a complete story. No element 
of action is present, and action is the most noticeable 
characteristic of a business. At every tick of the clock 
some change takes place. Assets are constantly altering 
in value—either depreciating or appreciating. Every 
turn of a wheel in the shop, every shovel of coal in the 
boiler, every ounce of a workman’s energy has its own 
direct influence on the values of the business. Every 
day may see hundreds and thousands of events tending 
to alter the previously established business status. Even 
at the dead of night when all activity has apparently 
ceased, there are powerful and inevitable forces at work, 
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increasing and decreasing profits. Interest and taxes 
accrue, instant by instant—unexpired insurance is les- 
sened with every swing of the pendulum. 

If it were humanly possible to construct balance sheets 
with microscopic accuracy and to draw one off at the end 
of every hour in the day, it would still be impossible to 
obtain a complete running history of the business from 
them. How much more crude and rough are the results 
when a balance sheet is taken from the books once a 
month or once a year. 


Tar WorKING BALANCE SHEET 


In analyzing a trial balance for the purpose of framing 
up closing journal entries, accountants and auditors use 
a working sheet or working balance sheet, which is very 
similar to the six-column statement used in the teaching 
of bookkeeping. As an introduction to the working 
balance sheet, we show in Figure 40 a six-column state- 
ment, using the trial balance already given. 

Every item appearing in the trial balance columns may 
be extended into the other columns. The only difficulty 
is to select the proper column. Sometimes the amount 
has to be split between two columns, as in the case of 
Furniture and Fixtures Account, which stood as $450.00 
in the trial balance but, because of a lessening in value 
due to wear and tear, the items were really worth only 
$400.00. This figure is extended into the ‘Assets’? 
column and the difference, $50.00, is extended into the 
‘‘Loss’’ column. Such an account which is part real and 
part nominal is known as a ‘‘mixed account.’? Modern 
accountants demand the elimination of the mixed account 
and the substitution therefor of other accounts which 
are unmixed. 

It is not possible to avoid mixed accounts absolutely, 
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as will be noted from the illustration of the Furniture 
and Fixtures Account. If the value of this asset is 
lessening day by day, the figure of $400.00, which was 
correct on Dee. 31, will be untrue on Jan. 1, and still less 
true on Jan. 2, ete. The ‘‘asset’’ element is continually 
diminishing and the ‘‘loss’’ element increasing at the 
same rate, so that a pure asset account on Dec. 31 has 
become a mixed account the following day. 


ADJUSTING ENTRIES 


It is necessary, therefore, at the end of each accounting 
period to make certain so-called ‘‘adjusting entries,’’ 
which transfer the nominal element of ‘‘mixed’’ accounts 
to the purely nominal accounts. The phrase ‘‘adjusting 
entries’’ also is applied to entries for the correction of 
errors, either clerical or otherwise. These adjusting 
entries are for the purpose of bringing the accounts into 
agreement with the facts. Adjusting entries are also 
used to handle accruals.” 

These various adjusting entries should all be made 
before the closing entries are made, and a sharp distine- 
tion drawn between the two. Adjusting entries are for 
the purpose of setting up accruals and of correcting 
intentional errors, or errors of omission, commission, or 
principle. Closing entries are used solely for the purpose 

2The Committee on Accounting Terminology of the American Asso- 


ciation of Public Accountants offers the following authoritative definitions: 
Accrual—(1) The act of accruing. 
(2) That portion of an accruing account not yet due, appli- 
cable to the accounts of the period under consideration. 
Accrue—(1) To accumulate automatically through the lapse of time. 
(2) To set up or record a debit or credit automatically accu- 
mulating through lapse of time. 
Accrued interest receivable or payable—the amount of accruals of inter- 
est on various classes of assets or liabilities. 
Accrued taxes—the amount of aceruals of taxes. 
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of transferring balances of nominal accounts to the Pro- 
prietor’s Account or one of its main subsidiaries. 

The working balance sheet which modern accountants 
and auditors employ differs from the simple six-column 
statement mainly in that provision is made for handling 
adjustments. A simple form of working balance sheet 
is illustrated in Figure 41, using the same trial balance 
as before. 

As a further illustration of the principles involved in 
constructing a balance sheet from a given trial balance, 
the following problem and solution are offered: 


TRIAL BALANCE—J. J. WILLIAMS 
December 31, 1915 


Debit Credit 
Cas Wiese: Reletel os eteiceoloehe Bke the ole eon Seager <teielers cee le ete $ 7,860.00 
PACCOUNCSMMNCCELVAD IC. peters yctsteltekelarst sterol ver ieaceatenae stelle 32,550.00 
Merchandise Inventory 1-1-15................... 22,000.00 
GAPIMGELE EC RocmsH UX GUT OS. tetete tone (o) toa cite siete wate nuscneieuele 3,300.00 
ACCOUNTS EO YaADLO et cheeses etclele mie ho cekemmenobne tvs $ 9,722.00 
UN OLESMMEVA VAD LEH a teesrcys chore aia yetaieelereteree oyolorsiteretete ers 12,000.00 
Williams—Capital Account...................:.- 19,824.00 
SELECTS ca sete Mae Ce Mee sone DOP Re ata G CORRES 132,298.00 
Recurned SS ales teins ape oisis: sye(Nertee ln seks siskevoes asta 2,619.00 
TM FOreEs CMM ATINE (Le crete ols oes eicic: <<te Caen oraetsrehs lokam 612.00 
IPULCHABES Pestle: Gkabterote to cleteis sts sete eater the etal he 84,200.00 
Hemmnedspeurchases ys. st-1isteitscioe ee oe eee 1,106.00 
SRICEMOGINTS) SEVEN s tha mA atoub Gedo 65 164 Ooo 11,204.00 
ROMA M ree efesstretesss oes staae s ete eee eee ater ei 600.00 
Sales enys a LIX PCS... ik cloie tare cee te acre aio owe 3,009.00 
COMICOMSAlATION i we css.c racy Meee che Retort roti eieters 4,032.00 
OTM COM SONS; taysie ice, > sehslerste ccate merece a tote eames 1,618.00 
iniberest MEX PeNSe)..s/.,. ls) arin siete Meee 721.00 
ALCS MUDISCOUNT Rte sit is siavcich soles Ciena ete 1,849.00 


$175,562.00 $175,562.00 
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INVENTORIES, DECEMBER 31, 1915 


TOP CHAN GIS Guba. 21 5coc recrere es tomtencutrel aera okays oe TeSeck ane ooo era fe ie ety $25,180.00 
ante ad Gin Ad Val Ge eccesreyers etececeveererche aushect’ sic lets (ahalcitie a aeie ene 55.00 
AXES ROA CCTUOC santa) site ere mete oat Ree a rahe oom oele Sone et ate 290.00 
OficajSalaries!# Die! buteNotelaidacraerde amt sl crietelsicl erie) ierete etree 263.00 
Unferesten ccrucdson NOoLes deayable semen ret sects seeretee tetra 96.00 


It is estimated that Furniture and Fixtures have depre- 
ciated about 10%. 


After the adjusting entries are posted a trial balance 
should be taken of the Ledger. This trial balance will 
contain the same figures as are shown in columns (5) and 
(6) of the working balance sheet (Figure 42). 

The next step is to make and post the closing journal 
entries. 


EXPLANATION OF ADJUSTMENTS 


Adjustment entry (a) is for the purpose of setting 
up the new inventory ($25,180.00) as an asset and elim- 
inating the old inventory ($22,000.00). In journal entry 
form this adjustment would ‘appear as follows: 


Dee. 31, 1915, Merchandise Inventory 12-31-15...... $25,180.00 
ieryoiky Ghiwl WO. ceAocaaacdondot $25,180.00 

Profteands Liossint: cence cieteiae cote 22,000.00 
Merchandise Inventory 1-1-15... 22,000.00 


or better still the following form: 


Dee. 31, 1915, Merchandise Inventory 12-31-15..... $25,180.00 
Merchandise Inventory 1-1-15... $22,000.00 
ProtiteandeliOssisysctese rs cia cmeraen 3,180.00 


Adjustment entry (b) is for the purpose of setting 
up Rent Paid in Advance ($55.00) as a deferred expense 
item (an asset). This is the same as $55.00 in cash so far 
as meeting the rent expense of the next accounting period 
is concerned. Because it was paid in this period does 
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WORKING BALANCE SHEET 


As of 
Trial Balance Adjustments 
waehers, a) (2) (3) (4) 
Gas niger (al victaleawiste 6 $ 7,860.00 
Accounts Receivable...... 32,550.00 
Merchandise Inventory, 

TIGIET SD Ga Soe oe ao Oba Oe 22,000.00 $22,000.00 (a) 
Furniture & Fixtures..... 3,300.00 330.00 (f ) 
Accounts Payable........ $ 9,722.00 
INotesmPayable. j.'s... 1-71 12,000.00 
Williams’ Capital Account 19,824.00 
ROGIER seme taeiscaia ssl stator eleratee 132,298.00 
Returned Sales........... 2,619.00 
Interest’ Harned......-... 612.00 
UT CHESOH Os sex (ove store! cls ters 84,200.00 
Returned Purchases...... 1,106.00 ; 

RONG cancictess oe tele siete o's 600.00 55.00(b) 
Salesmen’s Salaries...... 11,204.00 

Salesmen’s Expense...... 3,009.00 

Offices Nalariesson 0. cis’. 4,032.00 $ 263.00 (d) 
Office Expense........... 1,618.00 

Interest Expense......... 721.00 96.00 (e) 
Sales pWiscounta.m vey clesciete 1,849.00 

$175,562.00 $175,562.00 

Merchandise Inventory, 

JORG) ELIS ee ee Seaton 25,180.00 (a) 
Pprottiand (Oss cseeerles 22,000.00 25,180.00(a) 
Rent Paid in Advance.... 55.00 (b) 
ELAXON Picmimencttttarerctsret rvesereLe 290.00 (¢) 
Taxes Payable Accrued.. 290.00 (¢) 
Acerued Office Salaries 

PAV ADOC ns svete socio 263.00(d) 
Acerued Interest Payable 96.00 (e) 
Depreciation — Furniture 

Come EEX TUNES t5 sieyeve liens 330.00 (G5) 


Net Profit to Balance... 
$48,214.00 $48,214.00 


Fie. 42.—Working Balance Sheet 
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—J. J. WILLIAMS 
December 381, 1915 


Trial Balance 


(5) 


$ 7,860.00 
32,550.00 


2,970.00 


2,619.00 
84,200.00 


545.00 
11,204.00 
3,009.00 
4,295.00 
1,618.00 
817.00 
1,849.00 


25,180.00 


55.00 
290.00 


(6) 


$ 9,722.00 
12,000.00 
19,824.00 

132,298.00 
612.00 


1,106.00 


3,180.00 


Balance Sheet 


(7) 


$ 7,860.00 
32,550.00 


2,970.00 


25,180.00 


55.00 


Assets, Liabilities and Capital 


(8) 


$ 9,722.00 
12,000.00 
19,824.00 


(9) 


2,619.00 
84,200.00 


545.00 
11,204.00 
3,009.00 
4,295.00 
1,618.00 
817.00 
1,849.00 


290.00 
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Loss and Gain 


(10) 


$132,298.00 
612.00 


1,106.00 


3,180.00 


ea ii Oe  e”"soOCi nl) ne es 


$179,391.00 


——<___—__—_ 


$42,195.00 
26,420.00 


$110,776.00 
26,420.00 


$179,391.00 $68,615.00 $68,615.00 $137,196.00 


en | end | eee et ere, 


Fig. 42.—Continued 
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not mean that it is necessarily chargeable against this 
period. In conventional journal entry form this would 
appear as follows: 


Rent iS es ve etemtcs siettem ee siceiets $55.00 


Adjustment entry (c) is for the purpose of setting 
up an acerued liability. If the tax period does not coin- 
cide with the accounting period, such an adjustment will 
always have to be made; otherwise one period will be 
unfairly favored at the expense of the other. Such an 
item as this is a liability inventory. 

Journal entry form: 


DGC Mo el OL Oy DAXCS ars vcoisteienreiahere ni suste-oumloehetcirs actrete see es $290.00 
Taxes Payable Accrued.............. $290.09 


Adjustment entry (d) is for the purpose of setting up 
as a liability (an account payable) the amount due to 
office employees for services, but unpaid because the end 
of the accounting period (December 31) came before the 
regular pay day. 

Journal entry form: 


Decwsl eto lo Oiice Salaries: een cemeteries $263.00 
Accrued Office Salaries Payable...... $263.00 


Adjustment entry (e) is for the purpose of setting up 
as a liability the interest acerued, on notes payable. 
This interest must be paid during the following account- 
ing period, but it is chargeable to the expenses of this 
accounting period. 

Journal entry form: 


Decwol el Slo einterests Eapenseimemeir te aati nieitee $96.00 
Accrued) Interest) Payables. sseeeeceen $96.00 


Adjustment entry (f) is for the purpose of reducing 
the value of the asset account, Furniture and Fixtures, 
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10%, to accord with its estimated loss. This amount is 
chargeable to the nominal account. ‘‘Depreciation— 
Furniture and Fixtures.’’ 


1915 CLOSING JOURNAL ENTRY 
OCA LER SALES fick Sys ge hohe EE ee ec oa eee $132,298.00 
Interests Warned wea Sareea ae cane 612.00 
Returned s bunchasesiac ements 1,106.00 
HP UP CHASES Mente oe Fa Pte eects eects ates cere $84,200.00 
Returned) Sales syciuetaciss secsce eee pede aces aes 2,619.00 
Ren bi ister hace cron eta a aca ererere eme tens saowe sts 545.00 
Salesmeny si Salariesiyscs attics erie aerate erences 11,204.00 
SalesmenvsiEixpensesja.. cio ciie ters cits eet 3,009.00 
Offices Salaries:c wast. oaysloo ws stuisreeere ne 3. 6 ore 4,295.00 
OP Ce SE XPense eee rrsyeccrs cncuersiohshessgncete tae eee careers 1,618.00 
Interest sx pense wrt. ate, :-ferars som same ouelcusuaee ouortere 817.00 
Sales? Discountqa sere vc ore se clea eosichete Heislets Meee 1,849.00 
TA OGty so teces aiace eee: niereucel® ocelot Weta eee ee ieme cretsadenerere 290.00 
Depreciation—Furniture & Fixtures............ 330.00 
Profit and LOs8.s «cms ssscctees  » o.2, etesokelausieiiag: euemnators 23,240.00 


After this entry has been posted the balance of the 
Profit and Loss Account will be $26,420.00. This repre- 
sents the profit of the period and should be transferred to 
the Proprietor’s Account. A trial balance of the Ledger 
at this point will be, in reality, a balance sheet. 


Post-CLosIng TRiAL BALANCE 


Debit Credit 
Ways hitavare ate isl orcicyern ie vests sists teceiaye ar syetohe tue eragecs: anyones $ 7,860.00 
Accounts?» Recelvable tar ec. mame + aelc oie eae site ss 32,550.00 
[MivaaNk qyinten (cq Mbanihvessn weap Aoi ¢ddo neues OS Huds 2,970.00 
Menchandisem lnvent Otygaeac: terentcce lal cirl ay-terstey sey eral 25,180.00 
Teouhe LEEW TN, UNM ENN con cunoscboapepongacédoucns 55.00 
ACCOUNTS ME AY AD Clalit te ttt terete Mers ease tener $ 9,722.00 
ING Lewes) Dono odos.c cue ocosohaonphorc conc oponc 12,000.00 
ae dg WHlbeMiieseceucucnedo0s ob puamotanuocatcoeG 46,244.00 
Taxes ec vableeA CCOUNbA Tetris ctetheiuetaeetelsye 290.00 
Accrued Office Salaries Payable................... 263.00 
iNceruedsrnterest: bay able tetas sieiels «2 0 -teiereneensre 96.00 


$68,615.00 $68,615.00 
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From these unarranged figures the finished balance 
sheet is constructed as shown in Figure 43. 


UNDERLYING PRINCIPLES 


From the problems and solutions so far considered cer- 
tain general principles may be derived. These governing 
principles are few in number and of theoretical simplicity, 


BALANOR SHEET -- J. J. WILLIAMS 
Dec. 31, 1915 


ASSETS LIABILITIES AND CAPITAL 


Cash 

Accounts Receivable 

Merchandiee- paren Lory 
Total Quick As 

Furniture & ee 

Deferred Expense 


Total es ie Liabilities 
Other Assets Acot. 


J. J. William 
Ot tat paras for the | Period 
Proprietorship 


. Total 
Total Assets Total Liabilities se Capitél 


Fie. 43.—Balance Sheet of J. J. Williams 


but their practical application is oftentimes difficult, 
owing to the complexity of modern accounting practice. 


bet 


1. An asset may be exchanged for another asset of equal 
value without affecting Proprietorship, %. e., Capital In- 
vested, Hapense, and Income Accounts. 3 


(Example A) 


TRIAL BALANCE 


Debit Credit 
ORB ath a iet «ans o/b108 2BP1 00000 ebaabilitvirs. .c siete aoe $ 2,000.00 
LSAT Metepatsie ste, shes ies, be ste 5,000.00 | Capital Invested......... 12,000.00 
Other Assets. eis ss a3 105000008 SInwomentncrttstsecieet ees 5,000.00 
JOLENE Reg oO GUIS OME ES 3,000.00 

% $19,000.00 $19,000.00 
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If land is purchased for $600.00 in cash, Land Account 
will be debited for $600.00 and Cash credited for $600.00 
with the following result: 


TRIAL BALANCE 


Debit Credit 
COE ISTE Ss ak Ue ees Se 400 00M laabilitiesss sire) telseete $ 2,000.00 
ISAM be rnsuA ston sls actetsyetsts 5,600.00 | Capital Invested......... 12,000.00 
Other Assets............ LOSOO0O-00N Income sien stleesetr icles 5,000.00 
EX PeNSO ls cmis a oa scree ete es 3,000.00 
$19,000.00 $19,000.00 


This change took place without affecting proprietor- 
ship. The principle holds good in this simple example 
and is, of course, equally true in every case even though 
there might be a large number of subsidiary proprietor- 
ship accounts, i. e., nominal accounts. 


2. A liability may be exchanged for another liability of 
equal amount without affecting proprietorship. 


(Example B) 


TRIAL BALANCE 


Debit Credit 
LOR a pele, cemeeasd Oe ene $ 1,000.00 | Accounts Payable........ $ 1,000.00 
IELTL CLUB aya x's anche tayshs sols tore 5,000.00 | Notes Payable.......... 1,000.00 
Other Assets............ 10,000.00 | Capital Invested......... 12,000.00 
IDEqOON) Goeoo sane gabo bac 3,000.00) Sincomen. smmuderrtter ier 5,000.00 

$19,000.00 $19,000.00 


One of the accounts payable for $100.00 may be 
extinguished by issuing a note for the same amount. 
This might involve a debit to Accounts Payable and a 
eredit to Notes Payable for $100.00. After this entry 
has been made, the following trial balance results: 
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TRIAL BALANCE 


Debit Credit 
(CHEN Facooaie dodo qasb oon $ 1,000.00 | Accounts Payable........ $ 900.00 
Alien dh Were sre. ses oun castshete ots 5,000.00 | Notes Payable........... 1,100.00 
OtherpeAssets anys erie 10,000.00 | Capital Invested......... 12,000.00 
lODPANINT oglsocouocho sane SOOO | Maronyeee, os oasccnsaccueos 5,000.00 

$19,000.00 $19,000.00 


This change took place without affecting proprietor- 
ship. The principle holds true regardless of the number 
or kind of proprietorship accounts. 

3.'An asset may be used to extinguish a lability of 
equal amount without affecting proprietorship. 


(Example C) 


TRIAL BALANCE 


Debit Credit 
CHER ccosovocobopobtguos $ 1,000.00 | Accounts Payable........ $ 1,000.00 
WERE, Bas SSS Santon mien GS 15,0000 0M Notes Payable srnemtetit 1,000.00 
Other (Assets...........- 10,000.00 | Capital Invested......... 12,000.00 
POEM SE. eects ce ers steve sists 300000 Mincomen.. et terra seater 5,000.00 

$19,000.00 $19,000.00 


If $300.00 in cash is used to settle a note payable of 
the same amount, Cash must be credited and Notes 
Payable debited for $300.00. The resulting trial balance 
appears as follows: 


TRIAL BALANCE 


Debit Credit 
CABIN oo odja toma daa atasis aoe $ 700.00 | Accounts Payable....... $ 1,000.00 
Wether oit <io1sis cpelcke cee 5,000.00 | Notes Payable:......... 700.00 
MphersAssetscn. .- as. see 10,000.00 | Capital Invested......... 12,000.00 
POSPOCNSOS (ye cst s esses 3, 00000 income lane oe ener ier 5,000.00 


$18,700.00 $18,700.00 
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Proprietorship was not affected by this change. The 
principle holds true regardless of the number or kind 
of proprietorship accounts. 

4, Hvery change im the status of general ledger ac- 
counts, except the three above noted, must affect one or 
more of the proprietorship accounts. This is a perfectly 
logical conclusion, since by the fundamental law of double 
entry a change in one account must be reflected by a 
counterbalancing change in another. There are only two 
basic classes of accounts—real accounts and nominal 
accounts. A change in a real account must, therefore, 
be balanced by an opposite equal change in (1) another 
real account or (2) a nominal account. 

5. Whenever a real account is credited, extreme care 
should be exercised in making the proper debit. If areal 
account is erroneously debited in place of a nominal 
account, the result will be an overstatement of assets 
resulting in an overstatement of profits (or an under- 
statement of expense which amounts to the same thing). 
If a real account is erroneously credited in place of a 
nominal account, the result will be an understatement of 
assets resulting in an understatement of profit (or an 
overstatement of expenses which has a similar effect). 


(Example D) 
TRIAL BALANCE 


Debit Credit 
Cashier. eitcys 5:0) hous efelevetone eet $ 1,000.00 | Accounts Payable........ $ 1,000.00 
IGN) Cocco Some OO Oe OOS 5,000.00 | Notes Payable......-.... 1,000.00 
OthormeAssetsny ites caterer 10,000.00 | Capital Invested......... 12,000.00 
OCI: 45 was oonodboans 3000.00 WP inc one merit rere et ater 5,000.00 

$19,000.00 $19,000.00 


{ 
If $250.00 in cash is paid for salaries, the proper book- 
ing, is to credit Cash and debit Expense (or one of its 
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subsidiary accounts). This would be reflected in the 
following trial balance: 


TRIAL BALANCE 


Debit Credit 
CashPmiisc eters a cneatanré $ 750.00 | Accounts Payable........ $ 1,000.00 
WENNS) 9S J onteddocun oma 5,000.00 | Notes Payable........... 1,000.00 
Other Assets........;..-. 10,000.00 | Capital Invested......... 12,000.00 
ISeSHEDY Coot bidipa soo Dae S200 00 MIN COme Mee ae at eiantclelstsiel = 5,000.00 

$19,000.00 $19,000.00 


But if an error is made and in place of debiting Ex- 
pense, the Land Account is debited instead, the trial 
balance would show figures as follows: 


TRIAL BALANCE 


Debit Credit 
(COMIN dase see ecO od Ubon $ 750.00 | Accounts Payable........ $ 1,000.00 
Bia diet Lassi set cane eyes. as see 5,250.00 | Notes Payable........... 1,000.00 
OtherseAssets’. csteici<stsslaisk- 10,000.00 | Capital Invested......... 12,000.00 
XPONSOGane tate oe ees SyQ00.00 9) Sincom tence ection sere 5,000.00 

$19,000.00 $19,000.00 


The error, therefore, has caused two misstatements in 
the trial balance—land is overstated $250.00, and ex- 
pense is understated $250.00. The balance sheet made 
from the correct trial balance would appear thus: 


Correct BALANCE SHEET 


COREUN 33°59) Sel eae eae $ 750.00 | Accounts Payable........ $ 1,000.00 
HIT! oe 8 Looe eee 5,000.00 | Notes Payable........... 1,000.00 
OthersAssets..-<........ 10,000.00 | Capital Invested......... 13,750.00 

$15,750.00 $15,750.00 


2 
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The balance sheet resulting from the incorrect trial 
balance must itself be incorrect. 


InNcorrrct BALANCE SHEET 


Gashwerasaa. cast; seraLee $ 750.00 | Accounts Payable........ $ 1,000.00 


IEERNG hs ehetgcra 2 BO es 5,250.00 | Notes Payable.......... 1,000.00 
Other Assets... ... i sas 10,000.00 | Capital Invested......... 14,000.00 
$16,000.00 $16,000.00 


6. Hach accounting period must be charged with only 
its proper proportion of expense and credited with only 
its proper proportion of income. 

Suppose that a certain firm has an excess of cash and 
that a favorable opportunity is offered for it to pay its 
rent for five years in advance, the total amount involved 
being $500.00. The journal entry for booking this trans- 
action would be as follows: 


(Db. gOCLETEN foo, AGU OD. ODN I CE. CON OURO DG CU OBION SONG a HAST LOMO) 
Cashmere aria: sateen es sa SAO 6 Sb namind cid SUSS Eda oUsS On: $500.00 


If, at the end of the accounting period, the total balance 
of the Expense Account were to be transferred to the 
main Proprietor’s Account a serious mistake would 
appear. The current accounting period would be charged 
with all the rent for the whole five years, and the four 
following years would be charged with none. This means 
that the profits of the current period are wrongfully 
reduced by $400.00 and that those of each succeeding 
period will be wrongfully inflated by $100.00 each. The 
comparison of the results of successive years would be 
valueless if the profits for one year were thus robbed in 
favor of other periods. The proper procedure would 
be to distribute this $500.00 equitably over the five 
accounting periods. Each period should obviously be 
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charged with $100.00 rent. The proper method of 
handling such a situation on the books would be to take 
an inventory of the Expense Account at the end of each 
accounting period and to set this invefitory up as an 
asset. Such an asset is usually called a ‘‘Deferred 
Asset,’’ or a ‘‘Deferred Debit Item,’’ or a ‘‘ Deferred 
Expense Item.”’ 

At the end of the first period, the inventory indicated 
that $400.00 of the Expense Account is a deferred asset. 
An adjusting entry is, therefore, made, crediting Expense 
and debiting Deferred Expense. 


JOURNAL ENTRY 
JORGE 4h SAMA OME noes Heh bo eA Goes cn So 58S olcD $400.00 


At the beginning of the next accounting period, i. e., 
the following day, a reverse entry is made throwing 
Deferred Expense back into Expense. 


JOURNAL ENTRY 


1 DDG ST eae Moria ae OY BORD bn Hono Mab d as once $400.00 
ID ayyel Wd. daudaac bases ado sao doccspiandsc66s6s0cudes $400.00 


At the end of that period another expense inventory is 
taken, amounting to $300.00, and is handled in the same 
way. This is continued until the end of the five years. 
The result is that the prepaid expense has been justly 
distributed over the proper accounting periods instead 
of being dumped into the first one. 

As a further illustration, it often happens that Insur- 
ance premiums are paid in advance. Suppose that on 
September 1, 1915, a year’s policy is taken out and the 
year’s premium of $48.00 is paid in cash. On December 
31, 1915, at the close of the accounting period, it would 
be entirely improper to consider the entire $48.00 as 
an expense. Only 4/12 of it, or $16.00, should be so 
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considered, and the balance of $32.00 should be handled 
as a deferred asset. This deferred asset will, of course, 
expire in the following period. 

Such deferred asset accounts as have been discussed 
represent the prepayment of expense, and their purpose 
is to adjust properly profits between the various account- 
ing periods. They represent assets since they are the 
Same as cash in so far as meeting future expenses is 
concerned. 

The principle which we have elaborated is equally 
applicable to the eredit side of the books. Income 
received in advance must not be absorbed into the current 
period’s profits. It represents an advance payment and 
is a deferred liability until it is earned. 

Accrued assets and accrued liabilities are just the 
opposite of deferred assets and deferred liabilities so 
far as their creation is concerned. 

If an expense is paid m advance, a deferred asset is 
formed, but if an expense belongs to a period and has not 
been recorded, an accrued liability must be set up. The 
entry in such a case is to debit the proper expense account 
and to eredit an accrued lability account. An example 
of this is seen in connection with taxes. If the accounting 
period does not coincide with the tax year, part of the 
' taxes must be charged against one accounting period and 
part against the one following. Since taxes are paid at 
the end of the tax year, it means that an accrued liability 
must be set up at the end of the first accounting period. 


JOURNAL ENTRY 


IESG) (Gq WEicgo.d bcp obbovanododeedcodon 1uoccSboouat fe edoo0 
‘Accrued: Daxes Payablem (liability: ier arelrdtelercieat: oletelelsletetertels Ch aces 


This entry will be reversed at the beginning of the 
following fiscal period. 
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Deferred liabilities and accrued assets are opposite in 
character and effect. A deferred liability relates to 
income received before it is earned, while an accrued 
asset indicates that income has been earned but not 
received. The accrued asset will be set up by means 
of an entry, crediting the income account and debiting 
the accrued asset account. 


SUMMARY 


The most important use of an accounting system is that 
of comparison. The figures of one period alone mean 
little. The figures of successive accounting periods, 
when arranged in comparative form, are invaluable. 
The importance of seeing that these figures represent the 
truth is self-evident. They will be valueless for com- 
parative purposes, unless each accounting period bears 
no more than its proper share of expense and takes credit 
for no more than its proper share of income. They will 
be of inestimable value if the accounting rule that ‘‘every 
expense shall be distributed over the accounting periods 
benefited by that expense’’ is adhered to. 

The problems used so far in this chapter have been 
elementary in order that proper presentations of the 
principle might not be obscured. Many readers will 
desire to follow through a more complex set of figures, 
and to that end the following trial balance and working 
balance sheet are submitted. 


PROBLEM 


(Adapted from Michigan C. P. A. Examination, 
June 25, 1910) 


The trial balance of The Michigan Manufacturing 


Company’s General Ledger on May 31, 1910, appeared 
as follows: 


Balance Sheet 


Cashvon@iand andy my Bank eer seis a es eieleletel- rea $ 430.15 
Noses mRecelvable:cmam aoe sigiee care) oaere coe suole telah s 7,907.62 
Custom cladgeeA ceonnts ar entae tice aee i setriccinie cuekerees 20,797.80 
Mariel MRSS UT INOS) ne crmnete ceeeerais sieierer ores ec ciets oe 35,333.83 
NACHT G1 yae cop ku UL DIL ONL en tetnees eee tele eeekegari ete acter 12,344.88 
ELOMS CRIA ONS). OFC Rlavelercne sirectctecceche Gretna ereehe oleza one 1,265.40 
Owerm la chinery, CO smpeercet erarceminiee easter: 727.77 
Inventory of Manufacturing Materials 6-1-09...... 27,214.41 
Purchases of Manufacturing Materials........... 106,634.12 
Miscellaneous Factory Supplies.................. 1,631.09 
Pro ductive|eLiabOrscn.cne alate teres eee tere crear 63,842.23 
Freight, Express and Cartage ‘‘In’’............. 1,734.70 
La DLS HEP ONS Ginter oie tarais chaseue ciere Savers atnrshee eters wives 1,694.11 
Miscellaneous Non-Productive Labor............. 1,993.50 
SEN a ee co oh eect ovas ol aatay o aoleveheyaterd > Meuyenm ote cosets §,554.82 
MNSUTANCE s stare e ecaie svaneio oe slave scle sialeteces seleralecohmrsatave le 3,872.32 
Repairs atom Machineryrsnrei iiss sietrcocs nite. 507.73 
VGA VARS 675.5 a ASSO Gra eNO cols atc aaa aac 140.53 
AA VOTUISIN Sweet carota se cale ata atie ser etae ate oie atoeioncate 378.58 
Discount Allowed to Customers................. 3,362.19 
FP OSEAQ Ouse -staaials, dike a 1a foe e tain oreuione en a, st cial abe ousilelevmcie ege 264.42 
BSA TICS ces aeracevsyadsoPeiaie asacsre sue ee aici ceo are ties ots ee eve 6,170.00 
Stationery and Office Supplies................... 296.02 
Miscellaneous Main Office Expense.............. 241.08 
TRPEROSU gel sey payee saareie tokome ewes: Ray Lt Moe reste tas a cone 3,386.80 
ACCOR WE Cee Aye LVOUS sons rely bet aletere aie ers aisiers sis ailecusiets aye 
NOLES WE AV ADLOz. cmiecster ecole accuse ie ethno ech cre smtsietss 
IN CCOUNLSHN LY ADCs ays cratera eleretaistshstatcl ers elerelctel somes eit 
Sun dryae Creditors setae ikeleler-ons wists oalevs ele ainieeliate 
Allowaaree, Lor Bad Debts. <:.<10/ sree sis ow siersiere set 
Ca ACAUIS LOCK merch te tetersreiarsieter io avoveietase efoverctaereneie ares 
ey EAE 5 6o.cdn 5 BO pS Cis AC SOcIeI EOC OGeo picts 
Discounts Harned on Purchases................-- 
Hnperestos Warned siauetetsis erate sisjs cisikous sous oisiete ern tar 
Miscellaneous) HMarmin gs. 1.30002 306 0 vie ose elev els 
$307,726.10 
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Credit 


$ 487.66 
22,344.81 
5,512.34 
2,511.89 
1,059.51 
85,000.00 
187,540.38 
2,081.59 
463.17 
724.75 


$307,726.10 


The inventory of Manufacturing Material on hand May 
31, 1910, was $51,358.58; of Finished Goods, $3,210.00; 
of Factory Supplies, $200.00; of Fuel, $2,188.40; of Horse 
Feed, $14.22; and of Goods in Process, $1,820.00. The 
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WORKING BALANCE SHEET 


. As of 
Trial Balance Journal Adjustments 
Dr. Cr. Dr. Cr. 
Cash on Hand and in Bank......... $ ASO.LB: Vsiewiotaseraeros) 0 Maysia.cleleirataiey aie weirs 
Notes Receivable ....-.eeeeeeeeeeees YOUN AR BOARS Rid osgeSdngs Sc a\elsieinis sso 
Customers’ Accounts ........+++++66- CUR RICE Me rsccodndsaa = ASnorento cs eae 
Land and Buildings................ BERS Goeoopbeonde  cobtmoniiss “coco sonnoto 
Machinery and Equipment........... 12,344.88: “sists sislejeiowies, | 6ipisjoialeso'o nina es eie ea aia wie 
Horses, Wagons, etc. «......-...----: erie ( Ronscaphpro  onbrmiosueeko Sc nsosuass 
Power Machinery Co. ......+----.-- PACE Sn SauacNooowe  Mpodasecboca. © @SbadeA tncsn 
Inventory of Mfg. Materials 6-1-09.. 27,214.41 ...ccecceee ev av eeeeees $ 27,214.41 (a) 
Purchases of Mfg. Materials.........- MOG, CS45 12g teiateiaystetare = ca) ia otieretwietaleia 106,634.12 (a) 
Miscellaneous Factory Supplies...... JUGEEEIE NS” SaQBissaenesy (csc bases 200.00 (b) 
Productive Labor ........s.sseesees CERT DEE he) OrnccoAreeD) © “noddcoconos _ codooorHara 
Breight, iixpress)\ and? Cartage ““In’’'= 1, 78470 ceaskieciswece, ““asipwinis speicldl 0 labia cielvinir'etrs 
Stable Expense ....-.+.+s+++eeseeee GEE BIR neioagaawes  - asanoussece 14.22 (d) 
Miscellaneous Non-Productive Hiabor- 1,993.50 cscssccoces  ceevessesce  seeveccancs 
CH 566 q8qneddopeoduapaous tap ouOoO BrDOABAuw Heloise mid oeteele m Miser tere /aeleiee 2,188.40 (c) 
YASS ATIC states eicreralereler area a /0%n leave ere BST 21029 aecss aisiele or Soe eatnintels axaiae 1,720.18 (e) 
Repairs to Machinery.......-.....-- iG ie | Mosneenecarc pia cuaerecoare: § Gastvomans. 
WV ALOT aks roles ols cis atetaiclnis picts eieisiotete via sir WERE Ge” ASGotomccote Bosubsot on | cosimastass 
AGVOrtisiNg) sicjcc cieniewivlvisissisicin ie we sre BYGHGrP cSansiAomro oearagananrh . § cooSaascons 
Discount Allowed to Customers..... BESOZ AG | Semaaietsrais ee uslers/sheleserejeiel Meets siereigiersiase 
POStAZO raises wcleicsc vejeisens cin see see aie ZORA ZW sc clarslelsinvataiste t) Misivisletscalerscingh uum ereisieisiaterelad 
Ba lariad deer ciaeretelatefovsitias ostsiniels Se Tekeie RCE ie ADA GP em MI CADAGPAASAL | Sei Su haaG 
Stationery and Office Supplies...... 298 02: Si screushaverscoie  myelo cplecesbreusicicein abies wiatelsiaiatenarea} 
Miscellaneous Main Office Expense. . VISE Spsenoeiinaae = eSontodtodaa  oncaaasoceh 
Dnberesthy Paid Verso cieisieiv.a ale viele s elsiew a= Bea bosadSanaas $ UEP EGE | QgesiGes cans a (8) 
Acoruod (Pay GROUMB: iie-e o canes Reem sy. maipleceinrste $ PCRs Pigotipgsoroele | Sstecseoacs 
Notes Payable .asiccccscicsiaciensses ‘spevcccs PRRBEMIE IE  Acugoasedas) ageadadescs 
ACCOBUES PAVADlS ociicacsvies Saciedaae pnecisieen D DLO SS Wao ubtealerecisicisicsl Uae ccciaehcctercass 
SUNG ye OLOGILOTA I .tartiecsisistaiaie’stsje's SiciseIne. cre ntelers ioe ZGOUL SOM aerviclatetoresistae! |  wwleie\atersieisiele 
Allowance for Bad Debts....... Se | en arion A O59551 9 Wetacks drapes 9,128.11 (h) 
Capital eG Stocks wetemiefeerteicineiessiste crisis) ante clerencters SO;O00L08 Se rerjertstarss/sfuste |W oiastemis sic cise 
SIGE) aGGhRODRano BUN OOONaDSesees5e5° | “Abs tAGo LST, 520: 350 0) vate teins 5 Weta < siecieeen tp 
Discounts Earned on Purchases.....  ........ PRU TELS ae ROHAB to. 9 WiSscA Sac aaa 
DBA! WEN GICO R ooaORO DODACI Ob O5 0".  AOGoOanaS CURR Ge | doagtaggoenh | | Saonenacsox 
Miscellaneous Harnings .........-..- BeAaatiod 724.75 slovelatays dnb +4 elceepmisdicien 
$307,726.10 $307,726.10 
Uitinate Credit: to Trading Account: “Pi cccss | Usiesesswcisos se cisiecnielser 3,210.00 (m) 
Ultimate Credit to Mfg. Account.s..  cicseces “aseccccass S|) Micinaieteto-sjcfele's 1,820.00 (k) 
Manufacturing Materials Used....... .cscsoce cecsecese 5 $ 82,489.95. se csvve wes (a) 
Inventory of 
Manufacturing Materials 5-31-10...  ........ seevecssecs 51,358.58 HeiceiNes Seles (a) 
Miactory, Supplies: 6-31-10. .c.2kecm cavieaieas, 9) ewnee nee aes 200.005 maa nelasirecies - (b) 
COOU SPIN: FPFOCOES.ecicn scimmccee-ciasiste ereistely eine | iereteters nusielovadl 15820:00) 7 Societe (k) 
MOLE DAS LRLO. Vive .njaunnc ain nje sive niavs's «i et pave alec emai sym sietstoee Dy LOOee ee wees rceicer (c) 
PESO! SGOOUS circ sicis naiesera WA wc anise © cwatan RaRE a aeaiatettareisisiet ee. B, 210,00) © Aaviecneaeay (m) 
Forse Deed 5-31-10 vs cre einige eais  “slersbieiwine! — lemeipiate weasels 24227 7 Citwew wenn so Wa) 
Wnexpired Insurance 5-81-10..5..< - .a.csenel  aetelveeieeis se ETZEL ST isa lcuseinielee (e) 
AccrugdAnteTONG. Payable”. .:.c0-.<mciate sccadeas ) wehsugebien te. | sehemee eer 134.83  (f) 
ANIA BLASS PAVADLO he caestinscsaas Piste cusal  sanionp eee seu Ska altace 376.75 (g) 
PT XCM Meth yeGieteferaitio’ sie) nl. 6:0/<\als.a\efeinicfatoienc- caltiote sjetaa Imma lareraisitere ae STGSTG. © betes sents (g) 
Bad, Dots -)./-)-t\-cj2 eis. s eee sic! svivslncless | ee sepioeeece O,128. 200) a aeeeoes ath) 
Depreciation Mach.) and Hduip...is°. cagaasee™  eclecieiceciee 1,234.49 8059 8500688 (i) 
Allowance for Depreciation. 
Machineryoandebiauipmiont ssc. c.rc  yaejele slice W Meiecibtic cialetics, antes eatieterereitia 1,234.49 (j) 
Net Profit to Balance............. abe inlafealein al bcsiewainQpeiiacte Gh weasceetecste te Meemeenee waweicieises 
$153,875.51 $158,875.51 


Fig. 44.—Working Balance Sheet 


MICHIGAN MANUFACTURING COMPANY 


May 31, 1910 


Trial Balance After Posting 


Balance Sheet 


the Journal Adjustments Losses 
Dr. Cr. 
$ AS OLD Dba ctatlacdelsiciceee Masten enero 
LCT RUP AS ECHR CEADGe © MASP CeC re 
AOTOT.SOM  Carilartetles, am shee aeert es 
35;383.83, Wahi ae eee. ewan eb eeniae 
LD pod OS! mands recap ete et Mins Nearer 
PE-LER UT Be WARRep ae S11 on Coat odabS te 
(ELM De Shetonr eee Ochi ay Bae 
15431,09." Vecaaseeean $ 1,431.09 
CER EeEy | Stioneecmece 63,842.23 
UV Gra) Seccnesacus 1,734.70 
DICT OLSON cstatosing ems 1,679.89 
DS 993/508 9 asiciieh vce 1,993.50 
3,366,425 Wactatciiea sek 3,366.42 
DID 2 Tew ee etecicjcismetsic 2,152.14 
LU AIRI=- Sigdoricudiicc 507.73 
PES © Esosooombe ch 140.53 
BCH Fsoncnconse 378.58 
SeBCQ GN siieereietsieiae 3,362.19 
265542) 00 Seaisiasieeise 264.42 
6,270,000 reece errs crac 6,170.00 
296.029 cycieisivic esse 296.02 
PERBULT | caer cideats 241.08 
SDSU-BS oe ei cmetstev site 3,521.63 
Sonasnacece $ 487.66 “GS apteecone 
Goo oc BDeAaC 22,344.81 areratataree eer: 
do sdanieor op 5.512.34 Peditatale tiers 
sieiatst ache sare 2,511.89 SeABCED G2 
Rialeisicievotereters 10,187.62 pateyatatetetatatere 
Resistencia 85,000.00 oe esniarere stage 
Saturnia ART 520.38 "seiner me 
add duseeeus 2,081.59 alstatateteteaters'e 
mates /axelslape tere 463.17 Anocostedso 
281 Cima yaters aleiereien 
SHORT ONE 3,210.00 sialiola(sichsleteiess 
sale fo /d vies sa 1,820.00 Sp EOE 
$2,480; Orn me akteateia as cies 82,489.95 
(HEAT kooodomedes —“Seegdodoncs 
ZOOSO0 Mi tiersutnec cer oo cate se ariel 
ES20 00 Renicineteies scary be oeailers.s a/elo 
PAICEWUN ” “Scacoudooes,  snsedcuccdds 
B21G OGG ectitedcste  asssine caus 
RE RPP Ando e Gee “ee oonodoon 
Pee eeooraotore ._ osaeoepeocn 
iP OedTeD 134.83 aietaN Statotelalerse 
COE. 376.75 pietelofatcielelree 
EYGM EI ent comedren 376.75 
9,325, 1) WN paesiictcsrets 3 9,128.11 
4,284,49! 9 ish je tecowe 1,234.49 
doomoaachooc REE w Us Boe seorny 
atelalaistelaielelareid RaationosocoLK 11,528.44 
$323,630.28 $323,630.28 $195,839.89 


Gains Assets 
Diratasiornieter tis $ 480.15 
on dorsadcas 7,907.62 
someones 20,797.80 
Finghte neice 35,333.83 
Reroute 12,344.88 
sobs 5 areas Rabata 1,265.40 
arya sistas 727.77 
$187,540.38 

2,081.59 

463.17 
724.75 

3,210.00 

1,820.00 
Saieetsrscertiicte 200.00 
chascot b 0b 1,820.00 
soanodootc 2,188.40 
Bunbeunoace 3,210.00 
Op HARAOUOS 14,22 
siolstareterels (eter 1,720.18 
$195,839.89 $139,318.83 
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22,344.81 
5,512.34 
2,511.89 

10,187.62 

85,000.00 


1,234.49 
11,528.44 
$139,318.83 


Fie. 44.—Continued 
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unexpired insurance premiums amounted to $1,720.18. 
The accrued interest on Notes Payable amounted to 
$134.83, and the accrued taxes amounted to $376.75. 

Of the Customers’ Accounts, $9,128.11 was very doubt- 
ful of collection. Depreciation of 10% should be pro- 
vided on Machinery and Equipment. The item, Power 
Machinery Co. $727.77, represents an advance payment 
for machinery in process of installation. 

With the working balance sheet solution (Figure 44) 
as a basis, the adjusting entries may be drafted, entered 
in the Journal, and posted to the Ledger. 


ADJUSTING JOURNAL ENTRIES 


Date L. F. Debit Credit 
1910 
May 31 Inventory of Manufacturing Material 
OSLO nace specaysPelcnnetela stars stetaye ena asiate (a) $51,358.58 


Manufacturing Materials Used..... (a) 82,489.95 
Purchases of Manufacturing Mate- 


ESTEE Soieah RevctoaGh ac Bric Ot ob SARS (a) $106,634.12 
Inventory of Manufacturing Mate- 
TialspG-l-09o ceo retiasbr atte ais fayie 27,214.41 


31 Inventory—Goods in Process 5-31-10.(k) 1,820.00 

Ultimate Credit to Manufacturing 

sAlCCOUNTS:S 1. amie suselre eee oe eee (k) 1,820.00 
31 Inventory—Finished Goods 5-31-10..(m) 3,210.00 

Ultimate Credit to Trading 


A COOUME BN. aie sisters ier Herston trea eoiasenehe (m) 3,210.00 
31 Inventory—Factory Supplies 5-31-10. (b) 200.00 

Miscellaneous Factory Supplies... (b) 200.00 
31 Inventory—Fuel 5-31-10........... (ce) 2,188.40 

WET) MUU ERED SEA RR mech Ae 8 (¢) 2,188.40 


3 For the purpose of ready cross reference between the journal entries and 
the working balance sheet (Figure 44) a somewhat artificial plan has been fol- 
lowed. In actual practice the adjusting and the closing entries would not be 
separated quite as distinctly as in this case and would not attempt to follow the 
working balance sheet as closely. The purpose of the latter is to furnish correct 
figures, and it is not intended to control the arrangement of the journal entries 
themselves. In solving this problem it has been thought best to “link-up” the 
various exhibits as closely as possible for the convenience of the reader. 


Date 
1910 


May 31 
31 
31 
31 


31 


31 


Balance Sheet 


ADJUSTING JOURNAL ENTRIES 


L. F. 

Inventory—Horse Feed 5-31-10...... (d) 
Staplem Ex pensenwsaneers wae ae (d) 

Unexpired” Insurance... .. 2.0. «0- os: (e) 
UNSUTAN COM tec leer thomsen (e) 

INS KOS (eiore, cisus se) alcravaie dare ates ope akehan ae eee a (g) 
Acerued Taxes Payable........... (g) 

BaAdSD Cb tsiactewna tite scueieahoea elorsl sarge (h) 
Allowances for Bad Debts........ (h) 

Depreciation—Machinery & Equip- 

TAN OMUG KY oe o lave, Shs teyeveis lo Seam evee yohats av eats (j) 
Allowance for Depreciation—Ma- 
chinery & Equipment............. (Jj) 

LEnterests Paid isc scrtasisrsicroerel ree (f) 
Acerued Interest Payable... ....::. (f) 


Debit 


14.22 
1,720.18 
376.75 


9,128.11 


1,234.49 


134.83 
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Credit 


14,22 
1,720.18 
376.75 


9,128.11 


1,234.49 


134.83 


After these journal entries are posted, a trial balance 
of the Ledger will show the figures contained in the third 
pair of columns in the working balance sheet. 

The Ledger is now adjusted and ready to receive the 
closing journal entries, which are made from the figures 
shown in the fourth pair of columns in the working 
balance sheet. 


Date 
1910 


May 31 


31 


CLOSING JOURNAL ENTRIES a 
i. F. 


Ultimate Credit to Manufacturing 


Debit 


A CCOUTL Merwe nate alegers cetera atetenensi $ 1,820.00 


Manufacturing Account........ 
Manufacturing Account......... 
Manufacturing Materials Used. 
Freight, Express and Cartage 
UA bite sriear ve ee o or CEE IOO 
Produetive muabOn sae = elsiele 
Miscellaneous Factory Supplies. 
Miscellaneous Non-Productive 
MiGul OB eaten cy eretedenoperay'ess tote stokerelere bere 


4See the footnote to Hxhibit of Adjusting Journal 


156,740.64 


Hutries. 


Oredit 


$ 1,820.00 
82,489.95 
1,734.70 
63,842.23 
1,431.09 


1,993.50 
507.73 
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Date 
1910 


May 31 


31 


31 


31 


31 


31 


31 


31 


31 


+ See 
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CLOSING JOURNAL ENTRIES 


Depreciation — Machinery & 
iquipmentigis cer clei eles ts =e 
EDUCL Mineistas orsvercdesio, 52 sels isle artis 


Tradin'owAccountey <.-)cte = e- eles 

Manufacturing Account....... 
To close the latter account...... 
SENS 5. faa Pore rOnT Oko Ite 


COUTUGRE Maven nss sr otleieveWetstetanemeystelteRetetls ers 
MEACIN SA CCOMNU sna teteyelierl-nneiele 
Mra din ceA ccOunbe tana ers 
Operating Profit and Loss Ac- 
GuNith soo dgansougedsoouss6ch> 
Operating Profit and Loss Account 
INGCMOCEMING 5.5.68 agus Bren O 
NSA LATICS Bemseigie ceiver reiiersioteioienees 
Stationery & Office Supplies.... 
HtablomExpense mn. wcernieiesie selene 


POStAG Cs) om itorsdets tens whens Talece sued costs 
Miscellaneous Main Office Ex- 
DENSON te tare ln eine eae eucteptere - 


Operating Profit and Loss Account 
Profit and Loss Allocation Ae- 
GOUNLG A mrtow erehets tacos! steve or en poten 2 

Purchase) WIscounts mee sets ere 

iinterest=Harned jen. te eeemreer 

Miscellaneous Harnings ......... 
Sundry Profit and Loss........ 

Sundry Profit and Loss.......... 
UMSUTANCOmE pe motets hi teneeine 
Discount Allowed to Customers. 
Interest Bald! raise’ ce cmc: 
TAXES. 55% ee sie ce en ones 


Profit and Loss Allocation Account 
Sundry Profit and Loss........ 
Profit and Loss Allocation Account 
Undivided Profits ....... enon: 
This entry to be made upon au- 
thority of the Board of Directors. 


L. F. 


Debit 


154,920.64 


187,540.38 
3,210.00 


35,829.74 


9,029.99 


26,799.75 


2,081.59 
463.17 
724.75 


18,540.82 


15,271.31 


11,528.44 


the footnote to Exhibit of Adjusting Journal Entries. 


Credit 


1,234.49 
3,366.42 
140.53 


154,920.64 


190,750.38 


35,829.74 


378.58 
6,170.00 
296.02 
1,679.89 
264.42 


241.08 


26,799.75 


3,269.51 


2,152.14 
3,362.19 
3,521.63 

376.75 
9,128.11 


15,271.31 


11,528.44 
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If it is assumed that the directors have authorized the 
last entry, a trial balance of the Ledger at this point will 
appear as follows: 


Debit Credit 

WC A liamraarers ter stetererorel ajesete «sre toteratere (ere ayowsievalereiete stars oe, $ 430.15 
INjobesie RECElVAb LON. % akecsrctacstaecen cotta sn thcteveiave erereinre 7,907.62 
CusLOMeESrA CCOUNMLS aa cinia cicicists teins ereitrepsrecieiee > 20,797.80 
rave Sous UL INES Fcc «ere scl stats; «neva rhe ere es efevs sls 35,333.83 
Miachinerys: Sop iMouipm entimatetisetee seit se selec cles 12,344.88 
EVOTSES HR VAS ONS CLG a traial oye asic cieietet prareretete weseieas archers 1,265.40 
Deposit on Machinery (Power Machinery Co.).... 727.77 
Inventory of Manufacturing Materials........... 51,358.58 
inventory of Bactory Suppliess.)...... ++ sta «le 200.00 
Inventory of Goods in’ Process.............:...- 1,820.00 
MAVEN GOT VA O bag Helier epatcnerarcrotctereielsrerersist ot acters tate one 2,188.40 
inventory, of Hinishedy,Goodsiy. cic = 10 seeds ete 3,210.00 
inventory, of (Horse Hedin... cmc eres sits orcrelsieie ersiaie 14.22 
(OARS eer Rol| TANSUTRNNES Gon Goo. Ao obao sn oaDogendhs 1,720.18 
INC CTUGGEE a yanluOllsi. stan. cetsteus ciciene o easre'e wis ieloverauevereiate $ 487.64 
INOLESTP RY DLO. % creverclere ctauubotetn c tisleins <tc sialeterelecstete 22,344.81 
JMO TEEN ANOLE, cdhec cb noonb sNaog nD anoodnoO Ge 5,012.34 
SNC CLOCITOTS ete roteraleoleletel siete clelcystersioteiciolctereicnste 2,511.89 
NOnance ston Badal) CD tsisrecteye cin otelelelela chelelels atereie « 10,187.62 
Chyatin RWOUs sunonoub codec todd ROI OSDISOBTL 85,000.00 
Accrued interest Payables ornate cl clers ciersiclersis smishelelere 134.88 
NCCHUCH ER LAXOSE AY ALO er actetelels-2) ghelaishe clsrsiciscioiels 376.75 
Allowance for Depreciation—Machinery & HEquip- 

IMLOM. Ti ecaicunte steusnereejn stave vees: sus ener eveteseral sr oveve, cle lieay's) sie 1,234.49 
Wmdivided@Pr ofits mr paeces |. tered ener ol rcbs rote) ofeers 11,528.44 


$139,318.83 $139,318.83 


This exhibit, which we have called a ‘‘trial balance,’’ 
is, in reality, an after-closing or ‘‘post-closing’’ trial 
balance. Strictly speaking, a balance sheet is nothing 
more nor less than a post-closing trial balance. This is 
a highly important point and should be fully understood 
by the student, because he will see many statements or 
exhibits labeled ‘‘Balance Sheet’’ that are not balance 
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sheets within this strict definition, although they are 
balance sheets to all intents and purposes. The term 
“‘halance sheet,’’ as it is used most commonly, refers to 
a statement or exhibit constructed from a post-closing 
trial balance. Such a balance sheet is shown as follows: 


BALANCE SHEET 


Current and Trading Assets 
Cash on Hand and in Bank 
Accounts Receivable $20,797.80 
Lese-+Allowance for Bad Debta 10,187.62 
Notes Receivable 
Finished Goode~--Inventory 

Working Assets 
Manufacturing Material--Inventory 
Goods in Process--Inventory 
Factory Supplies--Inventory 
Fuel--Inventory 
Horse Feed-- Inventory 

Fixed Assets 
Machinery and Equipment $12,344 .88 
Senor Rat cats for Depreciation 1,234.49 
eposit on Machinery Purchase 
Land & Buildings 
Horses, Wagons, etc, 

Deferred Expense Item 
Unexpired Insurance 


Fic. 45.—Balance Sheet in Account Form 
Form oF THE BALANCE SHEET 


A balance sheet may, and usually does, classify and 
summarize the figures given by the post-closing trial 
balance in an endeavor to present the facts and tell its 
story in the most effective way. There are almost as 
many ways of constructing a balance sheet as there are 
accountants, but there are, at least, two forms of pre- 
sentation that are fairly well standardized. The first 
method (Figure 45) is to list the assets in the order of 
realization, starting with the most liquid asset ‘‘cash,’’ 
and closing with deferred expense items or other assets 
which probably will never be realized in cash. The 
habilities follow the same order, running from the most 
current, such as accounts payable, to capital invested 
which probably will never be paid. 
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Quick assets. Current liabilities. 
Fixed assets. Secured liabilities. 
Deferred expense items. Capital liabilities. 
Undivided profits or surplus. 


MICHIGAN MANUPACTURING COMPANY 
‘May 31, 1910 


LIABILIGIES AND CAPITAL 


Current Liabilities 
Accounts Payable 
Accrued Wages Payable 
Accrued Interest Payable 
Accrued Taxes Payable 
Sundry Creditors 
Notes Payable 

Capitel and Undivided Profits 
Capitel Stock Outstanding 
Undivided Profitea 


Fig. 45.—Continued 


The second standard form of balance sheet arrange- 
ment (Figure 46) is almost the reverse of the above. 


Fixed assets. Capital liabilities. 

Quick assets. Secured liabilities. 

Deferred expense items. Current liabilities. 
Undivided profits or surplus. 


Hither of these forms permits of easy comparison 
between the amount of quick assets and current liabilities, 
or the amount of fixed assets and secured and capital 
liabilities. If the ‘‘report form’’ of balance sheet 
(Figure 47) is adopted, it is customary to list the assets 
in the order of realization and the liabilities rnnning from 
current to permanent. The report form has found popu- 
larity due to the ease with which it may be typewritten 
on a standard carriage machine. 
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CoNSTRUCTION OF THE BALANCE SHEET 


This operation of remolding and reconstructing the 
post-closing trial balance into the finished balance sheet 


| BALANCE SHEST] 


ASSETS 


Fixed Assets ~ 
Machinery & Equipment ; 
Less--Allowance for Depreciation 


$12,344.88 | 
1,234.49 

Deposit on Machinery Purchase 

Land & Buildings 

Horses, Wagons, etc 


Working Assets WW 
Manufacturing Material--Inventory B | 
Coods in Process--Inventory I 
Factory Supplies--Inventory 
Yuel--Inventory 
Horse Feed--Inventory 


Current and Trading Assets 
Cash on Hand and in Bank 
Accounts Receivable $20,797.80 
Less--Allowance for Bad Debts 10,187 .62 
Notes Receivable 
Finished Goods--Inventory 


Deferred Expense Items 
Unexpired. Insurance 


Fic. 46.—Balance Sheet in Account Form 


affords the accountant an excellent opportunity to exhibit 
his skill, but it also opens the way to serious misrepre- 
sentation by improper classification. For example, the 
post-closing trial balance might show as assets ‘‘U. S. 
Steel Corporation bonds, $1,000.00’? and ‘‘Wild Cat 
Mining Co. bonds, $32,000.00.’’ If the accountant is 
honest, he will carry them separately on the balance 
sheet, but if he is morally weak, he may be persuaded to 
lump the two items for balance sheet purposes in some 
such way as this: 


U. 8. Steel Corporation ‘and other bonds..................... $33,000.00 
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This would be strictly true but very misleading to the 
balance sheet readers, i. e., the stockholders or creditors 
of the company. 


MICRIGAK MANUFACTURING COMPANY 
May 31, 1910 


LIABILITIES AND CAPITAL ay 


Capital Invested : 
Capital Stock Outstanding 


Current Liabilities 
Notes Payable 
Accounts Payable 
Sundry Creditors 
Accrued Wages Payable 
Accrued Interest Payable 
Accruea Taxes Payable 


Surplus and Undivided Profita 
Undivided Profits 


Fie. 46.—Continued 


The fine points of balance sheet construction and pres- 
entation can best be learned by the consistent study of 
corporation balance sheets, as published in the financial 
manuals, financial journals, and yearly reports. Such 
manuals, journals, and reports are to be found in any 
good public library. 


THe Seven STEPs 


The steps involved in making up a balance sheet are 
seven in number. 

1. Take a trial balance of the General Ledger after all 
postings for the accounting period have been made. 

2, Draw up a working balance sheet in the form sug- 
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MICHIGAH MANUFACTURING COMPANY 


Balance Sheet ea of May 31, 1910 


' ASSETS 


Current and Trading Asesta 
Cash_om Hand and in Bank 7 
‘Ascounts Receivable 20,797.80 
Less - Allowance for Bad Debts 10,187.62 
Notes Receivable 
Finished Goods - Inventory 

Total Current and Trading Assets 


Working Assets 
! Mesufacturing Material ~- Inventory 
Goods in Process - Inventory 
Factory Supplies - Inventory 
Fuel - Inventory 
Borse Feed - Inventory 
Total Working Assets 


Pixed Asseta 
Machinery & Equipment 
Less = Allowance for Depreciation 
Deposit on Machinery Purchase 
Land & Buildings 
Horses, Wagons, eto. 
Total Fixed Assets 
Deferred Expense Items 
Unexpired Insurance 
Total of All Assets 


LIABILITIES 


Current Liabilities 
Accounta Payable 
Accrued Wages Payable 
Acorued Interest Payable 
Accrued Taxes Payable 
Sundry Creditors 
Notes Payable 

Total Liabilities 
Net Worth 


Represented by 
Capital Stock voutetanting 
Undivided Profits 


id 

| 
ee 
gested, making the adjusting entries and distributing the 
resulting figures into the four columns: 


1. Loss. 
2. Gain. 
3. Asset. 
4. Liability. 


Then foot all columns and prove the accuracy of the 
work by comparing the debit and credit footings of the' 
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*‘Journal Adjustment’’ columns, which should be equal, 
and by adding the footing of the ‘‘Loss’’ and ‘‘ Assets”’ 
columns and comparing that total with the sum of the 
footings of the ‘‘Gain’’ and ‘‘Liability’’ columns. The 
sum of ‘‘Losses’’ and ‘‘ Assets’’ should equal the sum of 
‘‘Gains”’ and ‘‘Liabilities.’’ 

3. Construct, enter, and post to the Ledger the adjust- 
ing journal entries. 

4. Construct, enter, and post the closing journal entries. 
These closing journal entries should debit all nominal 
accounts with credit balances and credit all nominal 
accounts with debit balances. The contra entries go to 
intermediate proprietary accounts, such as the Manu- 
facturing Account, Trading Account, Operating Profit 
and Loss Account, Miscellaneous Profit and Loss Account, 
and Profit and Loss Allocation Account. It is not 
strictly necessary to close the nominal accounts by 
sections, since al] the items may be transferred direct to 
the Profit and Loss Account. It is considered much 
better practice, however, fo close out the various loss 
and gain accounts by classes. (See Chapter VII.) The 
figures to be used in the closing journal entries may be 
obtained from the ‘‘Loss’’ and ‘‘Gain’’ columns on the 
working balance sheet. 

5. All balancing accounts are ruled off. All other 
accounts are balanced and brought forward. 

6. A post-closing trial balance is taken from the Ledger. 

7. A balance sheet is constructed from the post-closing 
trial balance. 


NATURE OF DEPRECIATION 


The balance sheet, at best, is no more than an approxi- 
mation. It cannot even tell the exact truth. Itis nothing 
more than a guess at the truth, albeit, a scientific guess. 
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It wanders farthest from accuracy in its representations 
as to the values of fixed assets, such as buildings and 
machinery; it is approximately accurate as to the value 
of working assets such as inventories of raw material, 
semi-finished and finished goods, and its figures as to 
eash should be absolutely true. 

The reason for these unavoidable inaccuracies is 
obvious. Suppose a machine is bought new for $10,- 
000.00. The proper entry is: 


(CHEN wis-a7ik Ho OO BIGRIEO Oa and ooo tian ao Ca ar ae Su SSnre $10,000.00 


At the end of: the year the trial balance shows 
‘‘Machinery $10,000.00.’’ If it is assumed that the ma- 
chine was worth $10,000.00 new, is it still worth $10,000.00 
at the end of the accounting period? 

The machine has been operated steadily, it is slightly 
worn, some of the paint has been scratched—it has 
undoubtedly deteriorated. It is no longer worth 
$10,000.00. 

What is it worth? 

That is an important question and one that no person 
can ever answer with absolute accuracy. One man’s 
guess may be as good as another’s. The junk man will 
only pay a few hundred dollars for it. The second-hand 
machinery dealer will pay $4,000.00 for it. Another 
manufacturer might pay $6,000.00 for it. Its value to the 
company itself is approximately the same as at date of 
purchase. 

Whatever value is assigned to it is, at best, no more 
than an expert guess. There are a number of different 
methods of estimating its value at a given time, and 
these will be discussed more fully in Chapter XIT. One 
way is to estimate the ‘‘life’’ of the machine, that is, the 
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length of time it will last. Such an estimate should be 
based on experience. If a hundred manufacturers have 
found that it was not necessary to ‘‘scrap’’ and replace 
similar machines until they were nine years old, at which 
time the machines could be sold for an average of 
$1,000.00 each, sufficient evidence is at hand to warrant a 
guess that this particular machine will last nine years and 
will have a remainder value of $1,000.00. 

If the machine is worth $10,000.00 when purchased and 
$1,000.00 nine years hence, it is plain that it has lost 
$9,000.00 value in nine years. What is more natural than 
to say that its loss in value is $1,000.00 per year? 


Value — $10,000.00 when purchased. 
Value = 9,000.00 end of first year. 
Value = 8,000.00 end of second year. 
Value = 7,000.00 end of third year. 
Value = 6,000.00 end of fourth year. 
Value — 5,000.00 end of fifth year. 
Value = 4,000.00 end of sixth year. 
Value = 3,000.00 end of seventh year. 
Value = 2,000.00 end of eighth year. 
Value = 1,000.00 end of ninth year. 


At the end of each year an adjusting journal entry will 
be made, debiting the nominal account, ‘‘Depreciation,’’ 
and erediting the asset account, ‘‘Machinery.’’ The clos- 
ing entry will then throw the balance of the Depreciation 
Account into Profit and Loss where it will serve to 
reduce the credit balance, or profit, of the year. At the 
end of the ninth year the Machinery Account might 
appear as shown in Figure 48. 

On January 1, 1909, this asset of ‘‘machinery’’ will 
appear on the balance sheet as being worth $7,000.00, but 
this is a crude guess after all. The only two times that 


Depreciation 


ee eaee 


Balance forwarded. . 


Depreciation 


Balance forwarded.. 


Depreciation 


Balance forwarded. . 


Depreciation 


Balance forwarded. . 


Depreciation 
Balance forwarded. . 


Depreciation 
Balance forwarded.. 


Depreciation 
Balance forwarded. . 


Depreciation 
Balance forwarded 


Depreciation 
Balance forwarded. . 


Sevens 
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MACHINERY ACCOUNT 
1906 1906 
Jan. 1 Purchased......... $10,000:00 Dec. 31 
31 

$10,000.00 

1907 1907 

Jan. 1 Balance forwarded. .$ 9,000.00 Dec. 31 
—_—_—__ — 31 
$ 9,000.00 

1908 1908 

Jan. 1 Balance forwarded..$ 8,000.00 Dec. 31 
——___—_—_ 31 
$ 8,000.00 

1909 1909 

Jan. 1 Balance forwarded. .$ 7,000.00 Dee. 31 
as 31 
$ 7,000.00 

1910 1910 

Jan. 1 Balance forwarded. .$ 6,000.00 Dec. 31 
Sa 31 
$ 6,000.00 

1911 1911 

Jan. 1 Balance forwarded. .$ 5,000.00 Dec. 31 
we 31 
$ 5,000.00 

1912 1912 

Jan. 1 Balance forwarded. .$ 4,000.00 Dec. 31 
—_—_— 31 
$ 4,000.00 

1913 1913 

Jan. 1 Balance forwarded. .$ 3,000.00 Dec. 31 
nee 31 
$ 3,000.00 

1914 1914 

Jan. 1 Balance forwarded. .$ 2,000.00 Dec. 31 
—_—- 81 
$ 2,000.00 

1915 

Jan. 1 Balance forwarded. $ 1,000.00 


Fie. 48,.—Machinery Account 


$ 1,000.00 
9,000.00 


$10,000.00 


$ 1,000.00 
8,000.00 


$ 9,000.00 


$ 1,000.00 
7,000.00 


$ 8,000.00 


$ 1,000.00 
6,000.00 


$ 7,000.00 


$ 1,000.00 
5,000.00 


$ 6,000.00 


$ 1,000.00 
4,000.00 


$ 5,000.00 


$ 1,000.00 
3,000.00 


$ 4,000.00 


$ 1,000.00 


..) 2,000.00 


$ 3,000.00 


$ 1,000.00 
1,000.00 


$ 2,000.00 
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the value of the machine will be actually known is at the 
time of purchase and at the time when it is sold for 
scrap. It is convenient for bookkeeping purposes to say 
that its value decreases uniformly each year, but few 
would claim it strictly true. Many assets other than 
machinery are just as difficult to value correctly, the 
result being that many accounts do not show the truth. 
The proprietary accounts will be out of agreement with 
facts by the net amount that the other accounts are 
inaccurate. 

Recognizing the foregoing arguments, the modern 
accountant does not attempt the impossible. It is now 
almost universally the rule to charge the asset account 
with the cost of the asset, leaving that figure unchanged 
until the business has parted with it. Instead of credit- 
ing the asset account itself each year with a figure 
supposed to represent the amount of value which the 
asset has lost, a separate and distinct account is created 
to receive such credits. This account® may be called 
‘“Depreciation Not Written Off’? or ‘‘Allowance for 
Depreciation.’’ It really takes the place of the credit 
side of the asset account and is called a ‘‘valuation 
account. ’’ 

By using an Allowance for Depreciation Account to 
register the shrinkage in value of the $10,000.00 machine, 
the following situation appears at the end of nine years: 


MACHINERY ACCOUNT 


Javund Svc8, vie. tecteuie eee $10,000.00 


5 The term ‘‘Reserve for Depreciation’’ is often erroneously used in 
this connection. See page 333. 
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ALLOWANCE FOR DEPRECIATION ACCOUNT 


1906 

Dec. 31 Depreciation...J $1,000.00 
1907 

Dec. 31 Pepreciation...J 1,000.00 
1008 ai iae 

Dec. 31 Depreciation...J 1,000.00 
1909 

Dec. 31 Depreciation...J 1,000.00 
1910 

Dee. 31 Depreciation...J 1,000.00 
191d: 

Dec. 31 Depreciation...J 1,000.00 
1912 

Dec. 31 Depreciation...J 1,000.00 
1913 

Dec. 31 Depreciation...J 1,000.00 
1914 


Dec. 31 Depreciation...J 1,000.00 


The difference at any time between the asset account 
and the Allowance for Depreciation Account is approxi- 
mately equal to the value of the asset itself at that time. 
The asset account represents the original cost and the 
Allowance for Depreciation Account represents the 
approximate diminution in the value of the asset. 

The reader should bear in mind, therefore, that asset 
accounts usually reflect the cost of the assets when pur- 
chased and that any particular asset account conveys no 
information as to the present worth of the asset until the 
proper Allowance for Depreciation is deducted from it. 
Even then it cannot state the exact truth, since the 
shrinkage in value of the asset, as registered in the 
Allowance for Depreciation Account, is only an estimate 
at best, being a doubt cast as to the accuracy of the asset 
account. 


INCOMPLETE DouBLE ENTRY 


In a system of incomplete double entry or single entry 
it is impossible to obtain a balance sheet. A substitute 


s— 
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for the balance sheet is seen in the exhibit known as the 
“Statement of Resources and Liabilities.’’ This state- 
ment is not drawn from the books as is the balance sheet. 
It is nothing more than a list or written inventory of the 
various items of assets and liabilities and may be made 
independently of the records. The arrangement of such 
a statement may be identical with that of a balance sheet, 
and it may be more accurate. But, as a general rule, a 
post-closing trial balance of a double entry Ledger, 
rearranged and properly classified in balance sheet form, 
is to be preferred because it is supported by all the 
records, journals, and subsidiary ledgers. It is thus 
subject to verification or audit. 


CoNncLUSION 


Under the elementary system of accounts, proposed in 
Chapter I, where every loss is debited to the Proprietor’s 
Account as soon as the loss occurs and every gain is 
credited to that account when the gain is made, the trial 
balance will always show exactly the same figures as the 
balance sheet. With such a system all changes in the 
assets and liabilities are permanently recorded when they 
happen. Therefore, the balance of the Proprietor’s 
Account at any time represents the amount due to the 
proprietor by the business. 

Such a simple system involves no adjusting entries 
because the adjustments are made day by day. It calls 
for no closing entries because there is but one Proprie- 
tor’s Account. 

When the Proprietor’s Account is split up into 
numerous classified subaccounts (nominal accounts), and 
when adjustments are not made day by day, it becomes 
necessary to obtain the facts at the close of certain 
periods, known as ‘‘accounting periods.’’ At the end of 
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one of these periods adjustments are made and the 
nominal, or sub-proprietary, accounts are closed into 
the one main account representing the proprietor’s 
interest. 

If a man carries all his money in one pocket, he will 
have no difficulty in determining his financial standing 
at any time. If he has twenty pockets each containing 
money, he cannot determine what the total is at any time 
but must wait until he can transfer the money from 
all the various pockets into one pile. The several expense 
and income accounts correspond to the different pockets 
—the net figure representing loss or gain for the period 
cannot be ascertained until the various expense and 
income items are brought together. 


TEST QUESTIONS 


1. Why may a prepaid expense be considered in the nature 
of an asset? 

2. Why is it impossible to obtain a balance sheet in a single 
entry system ? 

3. Suppose an expense account is improperly charged instead 
of an asset account. What will be the effect on the balance 
sheet? On the net profit? 

4. What is an accrued liability? A deferred asset? A de- 
ferred liability? An accrued asset? 

5. What are the seven steps leading up to a balance sheet? 


ae 


CHAPTER V 
ASSETS AND THEIR VALUATION 


The preceding chapters have developed the fact that 
the left-hand side of a properly arranged balance sheet 
is made up of assets and deferred charges,! and it has 
already been hinted that the assets differ from one an- 
other in (1) nature, (2) ease of liquidation, and (3) 
accuracy of valuation. 

Some writers make a fundamental distinction between 
assets, asserting that any asset must represent either 
actual property owned or valid and enforceable claims to 
property. 

This distinction is unquestionably sound. A man’s 
house and lot differ fundamentally from accounts receiv- 
able, notes receivable, or other forms of claim which he 
also regards as assets. Hawever, a valid and enforceable 
claim to property is, under modern economic conditions, 
fully as valuable as the property itself. Such a claim is 
often negotiable in its nature. That is, it may be passed 
from one person to another by indorsement or by mere 
delivery to effect a negotiation. An example of such a 
negotiable elaim is the bank check, promissory note, or 
accepted draft. It is characteristic of such a negotiable 
claim that it is represented by a document of some sort. 


1 To make this statement inclusive it should be amended to read ‘‘ assets, 
deferred charges, and losses not written off.’’ It occasionally happens that 
an extraordinary loss is allowed to stand on the books with the idea of writ- 
ing it off from year to year out of profits. If such a loss item is clearly 
labeled, it may properly be shown on the asset side, although it is actually 
a valuation account offsetting the capital accounts. 
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A non-negotiable claim may, nevertheless, have approx- 
imately equal convertibility to a negotiable instrument. 
A good example of such a claim is an ordinary debt 
receivable, which is often no more than an implied 
promise on the part of one person to deliver property, 
usually cash, to another person.? 

Such a claim to property, owing to the convenience 
with which it may be turned into property, is properly 
regarded as the equivalent of property. Any extended 
treatment of this subject would involve an examination 
of the nature of credit, which seems hardly desirable 
here. 

Money is the universal medium of exchange. All 
property is commonly translated into terms of money— 
its value is estimated in dollars and cents. Money itself, 
however, except to the goldsmith and the silversmith, is 
nothing more than a medium of exchange. The olden- 
time storekeeper traded commodity for commodity, and 
even in comparatively modern times many transactions 
took place by barter, pure and simple. The cobbler may 
trade or barter five pairs of shoes for one overcoat, or 
he may trade five pairs of shoes for $25.00 and then trade 
the $25.00 for the overcoat. The use of a medium of 
exchange, therefore, is a matter of convenience. The 
dollar is the fiscal yardstick by which the value of goods 
is measured. 

Money is, in itself, nothing more than a universal claim 
to property—a claim not against one person, but against 
all the civilized world. Accounting, by its very nature, 
must employ the monetary unit in recording all trans- 
actions. The accountant must express all values in terms 


2 The use of the word ‘‘person’’ in this sense refers, not only to an 


individual human being, but to an artificial entity, such as a copartnership 
or corporation. 
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of such a unit. This is so obvious as to require no 
elaboration and, yet, it sets the stage for discussion of 
some of the most difficult problems in accounting theory, 
viz., the valuation of assets. 


Primary CLASSIFICATION OF ASSETS 


The conventional treatment of assets is to classify them 
first as positive and negative, the negative asset being 
a liability, but the accounting problems in connection 
with liabilities are comparatively simple and will not be 
discussed until a later section. 

The usual and most convenient classification of the 
positive assets is the one normally employed by the 
accountant in drawing up a balance sheet. 


Fixed assets. 
Working assets. 


Assets 
Current assets. 
Deferred assets. 
DEFINITIONS 


Very roughly these four classes of assets may be 
defined as follows: 

Fixed assets consist of tangible or intangible proper- 
ties which are more or less essential to the continuation 
of the business which owns them and which, therefore, 
may reasonably be expected to remain in the possession 
of that business for an indefinite period. It is usual to 
classify as fixed assets such items as ‘‘land,’’ ‘‘build- 
ings, » ‘¢machinery,’’ ‘‘equipment,”’ enh ”? and 
‘¢ oodwill.”’ 

A current asset is one which is readily eonvertible 
into cash and which, by its nature, probably will be 
converted into cash. Such assets are often spoken of as 
being liquid, and this adjective is a good one, since it 
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conveys the impression of ‘a ready convertibility and 
implies ‘‘flowing,’’ as in a stream. Examples of such 
assets are cash itself, certain types of negotiable instru- 
ments, such as bank checks, which are normally regarded 
as cash by the average business man, accounts receivable, 
and notes receivable. 

Working assets usually consist of supplies and 
materials of various sorts. They are not readily 
convertible into cash without some loss in liquidation, 
but in a going business they ultimately are converted into 
cash through the ordinary operations of manufacturing 
and selling. It is often difficult to make a clean-cut line 
of demarcation between working assets and current 
assets. Some working assets may be converted into cash 
before certain of the current assets. The idea back of 
the name ‘‘ working assets”’ is that they are ‘‘ir process”’ 
—that something remains to be done to them before they 
can be properly classified as ‘‘current.’? Raw materials, 
work in process, and supplies of various sorts are 
ordinarily embraced in working assets. 

Deferred assets have been rather elaborately treated 
in the preceding chapter. A deferred asset represents 
an expense paid in advance. Such deferred items are 
properly classed as assets, because they serve equally as 
well as cash itself so far as payment for the expenses 
of a future period is concerned. 


Tur Economic CyrciE 


The function of a normal business is that of adding 
utility to commodities. Utility is measured by the serv- 
iceableness of a commodity under given conditions. It 
should be distinguished from ‘‘value,’? which is the 
result of utility and scarcity. Exchange value expressed 
in terms of money is known as ‘‘price.’’? Water possesses 
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utility. Wherever it may be obtained in sufficient quan- 
tity without appreciable effort, it has no exchange value. 
In a crowded city or in the Sahara Desert, it may be diffi- 
cult to obtain, and therefore possesses real exchange value. 
The man who supplies it at the needed spot, at the right 
time, adds utilities for which others will pay a price. 
The function of business, therefore, is that of adding 
utilities to commodities. There are a number of different 
kinds of utilities, such as ‘‘place’’ utility, ‘‘time’’ utility, 
and ‘‘form’’ utility. The railroad adds ‘‘place’’ utility 
to commodities. A cold storage company adds ‘‘time”’ 
utility to the commodities which are stored. The manu- 
- facturer adds ‘‘form’’ utility to his raw materials. 
With the foregoing in mind, it is easy to trace the 
ordinary business cycle. At the beginning of a business, 
a certain amount of cash may be provided by the proprie- 
tor. A portion of this cash is invested in fixed assets, 
a portion in commodities to which utility is to be added, 
and the balance of the cash is expended or outlaid in the 
process of adding utility to-the commodities, this being 
done with the expectation that sales at an advanced price 
will more than repay all such outlays. Raw material 
comes into the business and is a working asset. It is 
acted upon by the use of fixed assets such as machinery, 
and by labor which is purchased for that purpose. It 
remains a working asset until it has gone through the 
regular routine of manufacture, storage, or transporta- 
tion. Sales are then made of this finished product which, 
therefore, disappears as an asset, and in its place appears 
a current asset, such as an account receivable, a note 
receivable, or actual cash. These current assets are 
again utilized for the purchase of more raw material, for 
the services of labor, ete., and this cycle repeats itself 
all during the life of the business, the entire basic purpose 
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of this activity being the acquisition of profit. Hach 
time the cycle is made, a profit should normally be made, 
and this profit consists of the difference between the 
selling price and the amount which it cost to purchase the 
commodity and add utility to it. 

It may clearly be seen that no arbitrary standards of 
value may be adopted in connection with assets. What is 
a working asset today may be a current asset tomorrow, 
subject to transformation into a deferred asset, or 
perchance a fixed asset, the following day. It is neces- 
sary, however, in order that a basis may be afforded for 
further analysis that all assets be classified in the 
manner proposed. At any given instant of time such 
a classification may be made and, since the balance sheet 
is a picture of the business at a given instant of time, the 
items on the balance sheet may be quite accurately 
classified. 


Primary Basis or VALUATION 


It is now almost uniformly recognized that the only 
proper basis of valuation of an asset is that of its cost 
to the ‘‘going’’ business. The value at which it appears 
on the balance sheet should not be equivalent to the price 
which would be obtained for it if sold ‘‘under the 
hammer”’ at an auction. If, for balance sheet purposes, 
assets were valued at the amount they would bring at a 
forced sale, it is safe to say that no business could claim 
to be solvent on the basis of its yearly report. In every 
case the value of the asset must be viewed from the 
standpoint of the ‘‘going’’ business, not a liquidating 
business. 


VALUATION OF CURRENT ASSETS 


There is one asset which is automatically self-valued. 
That asset is money. It does not have to be translated 
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into terms of dollars and cents, because it consists of 
dollars and cents. The ordinary business man, however, 
looks upon money as consisting, not only of gold and 
silver, but of certain very liquid forms of claims, i. e., 
promises to pay made by others to him. First and fore- 
most are various kinds of paper money which, in 
reality, are nothing more than governmental promises 
to pay upon demand a given amount of gold or silver. 
These promises may be direct governmental obligations 
or indirect as in the case of national bank notes. The 
note issues of national banks are secured by depositing 
United States bonds with the government. Under 
normal economic conditions, with a stable form of gov- 
ernment, such promises are worth their face value. 
There is no question as to valuation. 

Under abnormal economic or governmental conditions, 
paper money may be worth much less than its face 
value. This occurred at the time of the Civil War in 
the case of the Confederate paper money, which depre- 
ciated very badly. We may, however, disregard such 
abnormal fluctuations in the value of paper currency and 
for balance sheet purposes regard it as being equivalent 
to gold and silver. 

Bank checks are commonly regarded by the business 
man as the equivalent of cash. Checks are the principal 
media of exchange in this country. Nearly all purchas- 
ing and selling is done by the use of checks. <A. ‘‘check”’ 
is a written order on a bank by a depositor to pay to 
another person a certain amount in cash. The use of 
checks is so prevalent that they are readily accepted in 
lieu of cash where the maker or indorser is favorably 
known. 

Cash, as it appears on the balance sheet, does not 
necessarily refer to gold, silver, paper money, and checks 
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on hand. Cash may be on‘hand, or it may be in the 
bank. Cash in the bank is really not cash at all. It 
is an account receivable—a claim against the bank—but, 
as a matter of fact, cash at the bank is regarded equal 
in status to cash on hand. Often no distinction is made 
between the two. This comes about, owing to the con- 
fidence which the average citizen has in the average 
bank. Bank deposits are usually safeguarded so care- 
fully that the accountant feels justified in regarding the 
bank deposit as being the equivalent of cash on hand. 


Dests RECEIVABLE 


Debts receivable form a somewhat different class of 
asset. The value of cash is expressed in terms of itself. 
A debt receivable is expressed in terms, not of itself, but 
of cash, and the problem is at once presented as to the 
valuation of such assets. Debts receivable really include 
both open accounts and notes, but we find it convenient to 
confine the title to those items which are receivable in the 
immediate future and which are unsecured beyond the 
implied, verbal, or informal promise of the debtor to pay. 
The time of payment is governed by the terms of sale. 
Thus, if goods are sold on thirty days’ time, it means 
that the purchaser impliedly, verbally, or informally 
contracts to pay in thirty days. This promise may not 
be evidenced except'by the original signed purchase order 
for the goods and subsequent correspondence. Further- 
more, such a promise of payment is not always strictly 
observed as to amount and as to time. A debt may be 
due for payment in thirty days, but any man who was 
ever engaged in business knows that there is a very 
strong probability that many of his debts receivable will 
not be paid when due. Some customers will take sixty 
days, others ninety days, some a year or more, and some, 
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perhaps, will never pay. <A debt receivable is a legal and 
enforceable claim, hence it is considered as an asset 
under the title of ‘‘Accounts Receivable,’’ but credit is 
granted so loosely by the ordinary business man that it 
is not safe to take all these ‘‘promises to pay’’ at their 
face value. 

Insolvency and bankruptcy are common in this country, 
which simply means that losses on accounts receivable 
are constant. Knowing that such losses are constant, 
the business man may make provision for them. His 
past experience shows him that, on the average, 5% 
of the total face value of his debts receivable will prove 
worthless. He, thus, has an adequate basis for properly 
valuing this asset. At the end of each fiscal period he 
may arbitrarily reduce the value of this asset by 5%. 
This, of course, implies a debit to the account usually 
called ‘‘Bad Debts’’ and, theoretically at least, a credit 
to the asset account. We have already seen, however, 
that it is not customary to credit the asset account, but 
rather to credit another account, which is technically 
known as a ‘‘valuation account.’’ The effect of such a 
valuation account is that of subtraction. It simply 
represents the credit side of the asset account, and 
includes only those deductions from the value of the 
asset account which have been charged to proprietorship. 
For example, if accounts receivable stood on the books 
at $100,000.00, either of the following two entries would 
be correct in case it was desired to charge off 5%. 


Bad Debts (an expense account)...........++-eseeee- $5,000.00 
Accounts Receivable (an asset account) ............. 0. eee e eens $5,000.00 
or 
Bad Debts (an expense account)...............++.-- $5,000.00 


Allowance for Bad Debts (a valuation account)..............- $5,000.00 
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After the first entry was’ posted the Accounts Receiv- 
able Account would show a debit of $100,000.00 and a 
credit of $5,000.00. This would leave a balance of 
$95,000.00 as representing the value of accounts receiv- 
able. If the second entry were made instead of the 
first, the Accounts Receivable Account would show on 
the debit side $100,000.00 and on the credit side nothing 
at all, but there would have been set up a valuation 
account with a credit for $5,000.00. To arrive at the 
actual value of accounts receivable, it would be necessary 
to make a combination of the two accounts, viz., the 
Accounts Receivable Account and Allowance for Bad 
Debts. The net result of these two taken into combina- 
tion would be $95,000.00. 

It is important to bear in mind that a valuation account 
is not a liability, nor is it a proprietary account. It is 
an account set up for valuation purposes, which does 
nothing more than register the deduction which may 
have to be made from the corresponding asset account. 
It is always wrong, for balance sheet purposes, to show 
the balance of such a valuation account on the lability 
side. Such a balance should be deducted from the asset 
account in an interior column of the balance sheet and 
extended into the regular column at the net figure. 

Debts receivable are always booked at their face value. 
In addition to the fact that the face value does not tell 
the truth, owing to possible losses by bad debts, it also 
is inaccurate because payment of the account in cash is 
deferred until some future time. Everyone is familiar 
with the force called ‘‘interest,’’ and everyone knows that 
a present dollar is worth more than a future dollar. If an 
interest rate of 6% is assumed, a present dollar is worth 
$1.00, but a claim for $1.00, payable a year from the 
present time, is worth approximately only 94 cents. It 
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is, therefore, clear that all accounts receivable are worth 
less than their face value, but inasmuch as the time of 
payment is not definitely known, it would prove an 
impossible task to obtain the present value of such a 
future promise to pay. It is, therefore, an inaccurate, 
but common and entirely justifiable, custom to ignore this 
slight difference existing between the face value of such 
a claim and its discounted value. 


Notes RECEIVABLE 


Notes receivable differ from accounts receivable in that 
they are formal written promises instead of implied 
verbal or informal promises to pay. A note receivable 
contains a definite promise in written form and is fre- 
quently negotiable. It specifies the date of payment and 
the place of payment, and lawsuit can be brought on the 
note itself as prima facie evidence of debt, wherein it 
differs from an account receivable. An action at law to 
enforce payment of an account receivable item requires 
the production of evidence tlat a: service has been actually 
performed or value given. A note receivable imports 
consideration, that is, that value has been given and, 
except under special conditions, requires no collateral 
evidence. The Statute of Limitations in the several 
states may be different for notes and accounts. 

A note receivable may or may not be paid, just as in 
the case of any debt, but it is usually unnecessary to make 
as large a provision for uncollectible notes as it is for 
ordinary debts. This is because a man very often will 
buy a bill of goods without knowing exactly how he is 
going to get the money to pay for them, but that same 
man will usually be much more careful about signing 
a note, since it is a formal instrument, and he is far more 
likely to make provision for paying it at the due date. 
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In the case of ordinary debts receivable it was observed 
that no accurate determination could be made of their 
discounted value, that is, the difference between their 
value now and their face value. This was found to be 
true because the due date was not definitely known. In 
the case of a note, however, the due date is specifically a 
part of the note itself, and by use of mathematical pro- 
cesses or formulae it is possible to make an accurate 
determination of the present value of notes receivable, 
always assuming they will be paid when due. Thus, the 
present value of a non-interest bearing note for $103.00, 
payable in six months, is exactly $100.00, if the current 
rate of interest is 6%. The rule which is used in deter- 
mining the present value is as follows: 


To find the present worth of an amount due at a future date, 
divide the amount by the amount of $1.00 placed at interest for 
the given time. For example, a non-interest bearing note for 
$1,000.00 due in two years has a present value of approximately 
$890.00, if the current and accepted rate of interest be 6%. 
The formula for obtaining this figure is as follows: 


Amount due in two years $1,000.00 

_ = $890 Approximate present worth 
Value of $1.00 in two years 

at compound 6% interest $1.1236 


Theoretically, such a determination of present worth 
of all notes receivable should be made at the end of every 
accounting period. This, however, is often omitted, since 
the amounts involved may not be large. For practical 
purposes it is more convenient to omit the detailed 
calculation on each note. Where the notes receivable are 
for large amounts and where they run for a considerable 
period, such a determination should be made.® 

3 Where a note receivable is interest bearing, it is obvious that the 


present worth is equal to the face value, It is only in the case of non-interest 
bearing notes that this calculation would ever have to be made. 
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Biuts REcEIVABLE 


Bills receivable are unconditional written orders by 
one person upon another (or by us upon a debtor) to pay 
us a sum of money named. They are negotiable instru- 
ments of exchange which must be ‘‘accepted’’ by the 
debtor before being set up on our books as an asset. The 
time of payment is ‘‘on demand’’ or at a fixed future 
date. 

Until ‘‘accepted’’ such orders have no standing so far 
as the books of account are concerned. After being 
accepted they may be set up as assets. Accepted bills, 
or acceptances, as they are called, are considered the 
equivalent of notes and are governed by the same general 
principles of valuation. 


MERCHANDISE oR FINISHED Goops Account 


There is still another kind of current asset which might 
be considered. Various names are applied to the account 
which represents this asset.. It is frequently spoken of 
as the Merchandise Account or the Finished Goods 
Account, and it represents commodities which are on 
hand ready for gale. Although a discussion of the 
problems incident to the valuation of this asset properly 
belongs here, it is deemed better to consider them later 
in connection with the valuation of working assets. 


Workinc ASSETS 


The items that appear on a balance sheet under the 
classification of ‘‘working assets’’ consist of inventories 
of raw material, supplies, and partly finished goods. The 
generally accepted policy with regard to the valuation of 
such items is that they shall be carried at cost price and, 
furthermore, that this cost price shall represent, not only 
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the bare material cost, but all other costs which have been 
incurred in 


1. Getting the material to the factory. 

2. Labor in unpacking and uncrating material. 

3. Labor and overhead expense directly assignable 
to partly finished goods. 


It must be further recognized in valuing such assets 
that the basis of valuation is not the liquidation value but 
that to a going concern. 


FLUCTUATING VALUES 


It sometimes happens in the case of raw material that 
the market price fluctuates so greatly, owing to speculative 
conditions of the commodity markets, that the original cost 
price will sometimes be greater than the current market 
quotations. For example, copper might be purchased 
at 16 cents a pound and within a few weeks the market 
for copper might slump down to 11 cents a pound. From 
the standpoint of pure theory, this should not affect the 
price at which the copper would be carried on the books, 
but from a practical standpoint, it is deemed wiser to 
inventory the copper at the lower of the two prices. Itis 
practically an unwritten law * among accountants, in the 
ease of the valuation of merchandise, that the cost price 
must be used as the basis, unless the market price hap- 
pens to be lower. This appears to be a somewhat unfair 
and unreasonably conservative doctrine. It means that 
a company must value each asset at the lowest possible 
figure—that it must recognize fluctuations when they are 


4It should be noted that many cost accountants quarrel with this doc- 
trine, insisting that material should be shown on the books at cost, regardless 
of fluctuations. 
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unfavorable in their nature, but that it may take no 
account of any favorable fluctuations. 

It is conceded by accountants to be a dangerous thing 
to take appreciation into consideration. The accountant 
argues that human beings are too optimistic any way— 
that they will, out of sheer hopefulness, overvalue their 
holdings if given a chance. Experience certainly proves 
that it is much wiser to be ultra-conservative with respect 
to balance sheet valuations, particularly in so far as the 
working assets are concerned. 


ELEMENTS OF Boox Cost 


Incoming freights, incoming express, and incoming 
drayage costs are all proper additions to the cost of 
merchandise, since it is clear that their cost to the pur- 
chaser is not the f. o. b. cost, but rather the cost laid down 
in his own warehouse. 

Materials and merchandise are often quoted for sale 
at a list price subject to a trade discount. These trade 
discounts are often large in amount, sometimes as much 
as 50%. Such trade discounts must always be deducted 
from the value of merchandise purchased. If a certain 
material was listed at $20.00, subject to a 25% trade dis- 
count, the proper charge to the Material Account would 
be $15.00 and not $20.00. Trade discounts amount simply 
to reductions in price. 

There is considerable diversity of opinion among ac- 
countants as to the treatment of cash discounts on pur- 
chases. Should such discounts be considered as deduc- 
tions from the cost of material purchased? This ques- 
tion can be answered with a ‘‘yes”’ or ‘‘no,’’ depending 
upon the viewpoint. It is certainly true that if the 
amount of the discount is not deducted from the cost of | 
the goods that an anomalous situation results. 
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Suppose $20.00 worth of merchandise is purchased and 
a cash discount of 2% is taken. If this cash discount is 
not considered a reduction in the cost price, the books 
will show that $19.60 in cash was paid out for certain 
goods which were charged in to the Material Account at 
$20.00. It would seem, however, that the accountants 
who support.such procedure have the best of the argu- 
ment. They claim that cash discounts, given or taken, 
are financial in their nature and that they measure the 
adequacy or inadequacy of the capital invested in the 
business. If a company has capital enough to take ad- 
vantage of purchase discounts, the credit is due to the 
sufficiency of capital, which makes such savings possible. 
The company which has insufficient capital cannot take 
advantage of such opportunities. A cash discount may 
be taken by that concern which is financially able, but the 
sufficiency or insufficiency of cash should not be allowed 
to affect the value of merchandise. If such a cash dis- 
count is considered a deduction in price, then the concern 
which had sufficient capital to take a discount of 40 cents 
on a $20.00 invoice, would be penalized by being forced 
to value the purchase at only $19.60, while the other con- 
cern with insufficient capital would, because of its sheer 
inability to take the discount, be privileged to value the 
same merchandise at $20.00. 


MATERIALS IN Process 


The problems entering into the valuation of materials 
in process are peculiarly those of the cost accountant. 
The same general rules, however, apply to their valuation 
as in the case of raw material and supplies. Cost price 
only must be used, the one exception to this rule being in 
the case of a business which handles long-time contracts. 
It is then sometimes allowable for a certain proportion 
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of the estimated profit to be taken into the accounts each 
period. Conservative auditors always view such a pro- 
cedure with a suspicious eye, however, and are prone to 
guard carefully against the danger of ‘‘anticipating 
profits.’ 

Suppose, for example, that a contractor had a $100,. 
000.00 contract, which would require three years for com- 
pletion. It would seem unreasonable and unfair to insist 
that for the first two years he should show no profits at 
all and for the last year a very large profit. In such a 
case, which would occur but rarely, the accountant feels 
justified in permitting the contractor to take credit for a 
reasonable proportion of the profits each year and at the 
same time carefully safeguards him by establishing 
ample reserves for contingencies. 


Materia, AND SUPPLY AccoUNTS 


There are two general ways of handling material and 
supply accounts: The first method is to charge all incom- 
ing material to a purchases account. To determine the 
amount used and the balance on hand under this system, 
it is necessary to take a physical inventory. The taking 
of such an inventory is a laborious task; hence this system 
is not ordinarily employed where there is a shorter 
accounting period than one year. The second method 
of handling such accounts is to charge all incoming mate- 
rials and supplies to material and supply accounts and 
to credit those accounts, at cost, whenever materials and 
supplies are withdrawn for use. Such a procedure as 
this contemplates a modern system of keeping stores with 
some responsible person in charge of the stores. This 
individual, who is usually known as the ‘‘storekeeper,”’’ is 
held strictly responsible for the supplies and material in 
his care. He is required to give a receipt for all incoming 
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material and supplies and to take a receipt for all mate- 
rial or supplies which he relinquishes. 

By operating under such a system as this, it is compara- 
tively easy for the storekeeper to keep what is known as 
a ‘‘perpetual inventory system”’ or a ‘‘Store’s Ledger.’’ 
In its simple form a Store’s Ledger may be very much 
like an ordinary ledger. One sheet in this ledger is 
assigned to each kind or class of stores. Whenever mate- 
rial is received, it is debited to the proper account in the 
Store’s Ledger. Whenever a quantity of the same mate- 
rial is issued, it is credited to the Store’s Ledger Account. 
The balance of that account, therefore, should always 
coincide with the amount of material actually left on 
hand for which the storekeeper is responsible. Ina large 
storeroom of a manufacturing plant there may be thou- 
sands of kinds of materials and supplies with an account 
for each size or grade of each kind. The Store’s Ledger 
is a subsidiary ledger and is represented in the General 
Ledger by a controlling account called ‘‘ Materials 
Account.’’ (Instead of one control account there may be 
several classified control accounts. ) 


ACCOUNTING FOR MATERIALS 


One common method of accounting for materials may 
be outlined as follows: Each stock ledger account 
(Figure 49) should indicate the maximum and minimum 
quantity which it is desirable to keep in stock. When the 
supply of any article runs below the minimum, the store- 
keeper should 

1. Notify the proper department head of the shortage. 

2. Take a physical inventory of the goods. 

3. Reconcile the stock ledger account balance with the 

true balance. 

4. Send an overage or shortage report to the auditor. 
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ISSUED ON REQUISITION P——sianes 


Unit __ Size__Weight_____ Key 
Symbel__E ss taximum Quantity 
Locatien —_____ Mialmuzn EEN 


fi 


Fie. 49.—Common Forms of Stock Ledger Accounts 
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Fig. 50.—Recapitulation of Requisitions 
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When the department head receives the notification, he 
may make a requisition upon the purchasing agent, who 
will order a new supply. This purchase order may be 
made up with one original and four carbons, disposable 
as follows: 


1. Mailed to the supplying company. 
2. Filed in the ‘‘Unfilled Orders File.’’ 
3. Filed in the office file. 

4. Sent to receiving clerk. 

5. Sent to receiving clerk. 


Copies 4 and 5 are made with short carbons. They 
may show the price but not the quantities. 

When the goods are received, they are checked against 
these earbons and the receiving clerk’s count or weight 
is inserted. One of the carbons then goes to the auditor, 
where it is attached to the proper voucher jacket. The 
other one forms the basis of the storekeeper’s charges to 
the stock ledger accounts. 

When materials or supplies are needed in the shop, they 
are requisitioned from the storekeeper. The storekeeper 
should never release materials to the shop except upon 
requisition, the latter being his receipt for the goods. 
From the requisitions, the storekeeper makes his credits 
to the stock ledger accounts. At the end of each month 
a Recapitulation of Requisitions (Figure 50) is made up 
and sent to the Cost Department. From this the General 
Ledger control accounts receive credits for the total 
requisitions. 

CONTROLLING ACCOUNTS 


Charges Credits 
From Voucher Register From Requisition Recapitulation 
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STOCK LEDGER 
Charges : Credits 
From copy of original purchase or- From original requisitions 
der, which has been ‘‘checked’’ by 
receiving clerk 


The general ledger entries are made monthly in lump 
sums. 
(NiaterialsaA CCOMUN Gon etele ce inlets, sersie oie tate a alo ielet tars $le eer 
Vouchers Payable ..).........cceecssceecscnre Severe 
For the monthly total of vouchered material 
purchases 
WV OLEAN LOCOSS ie eocue le act oiate aks talisie.a Gloreiere aioe apeieremsae miieke elone rere 
Materials :A ceountiSic si. ,csc<iei's) bce shets telat sicleiete siele ste cient i Em UNUL sla sister 


For the total material requisitioned from the 
storeroom during the month 


The method of handling discrepancies between book 
and actual inventories is for the storekeeper to adjust his 
book inventories to bring them into accord with the facts, 
reporting the overages and shortages to the auditor. The 
latter then makes the following general ledger entry for 
each shortage: 


Over -ande Snort CA CCOUNG sm mnie o ctaeiciaictorsicncisisleeters aie Sctciciste cos 
Materials Account oi-2 sateatie senior eo aietele eccue auc sees eeate aiarolararete SL ecesies 


A reverse entry is made for overages which will be 
infrequent. The Over and Short Account should not be 
absorbed into ‘‘Operation,’’ but should remain on the 
books as an index of the storekeeper’s efficiency. 

When the balance reaches a certain fixed amount, the 
storekeeper should be called upon for explanation or, per- 
haps, discharged. It is well to keep the existence of this 
Over and Short Account a secret from the storekeeper 
since, otherwise, he might be tempted to falsify his re- 
ports. It is also a good idea for periodical ‘‘surprise’’ 


* These entries are only suggestive. As a matter of fact, there would prob- 
ably be a number of classified material control accounts in the General Ledger. 
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inventories to be made of selected classes of stores for 
the purpose of checking the storekeeper’s reports. 

A detailed description of the methods used in handling 
materials and supplies more properly belongs to a treatise 
on factory accounting than to the present work, but a 
general description of it at this point seems necessary 
because of the problem which comes up in connection 
with the valuation of working assets under any perpetual 
inventory scheme. The cost price must be used, but this 
must be an averaged cost price. For instance, suppose 
that 1,000 pounds of copper were purchased for 11 cents 
a pound f. o. b. destination and that 600 pounds of that 
copper were used. The entry in the Copper Account in 
the subsidiary store ledger would consist of a debit of 
$110.00 (representing 1,000 pounds of copper at 11 cents 
a pound) and a credit of $66.00 (representing 600 pounds 
of copper at 11 cents a pound). The balance of copper 
on hand according to that material account would then 
be 1,000 pounds minus 600 pounds, or 400 pounds. The 
value of the copper left on hand would be $110.00 minus 
$66.00, or $44.00. Suppose that 100 pounds of copper 
were now purchased at 16 cents a pound. What would be 
the value of the copper on hand? The value would ob- 
viously be the sum of 400 pounds at a cost of $44.00 and 
100 pounds at a cost of $16.00, or 500 pounds costing 
$60.00—a ‘‘unit price’’ of exactly 12 cents a pound. This 
is the price which should be used in recording the issu- 
ance of further copper. In determining this price of 12 
cents a pound it will be noted that a weighted average 
was taken and not a straight average. Taking the 
straight average would result in a unit price of 1314 
cents, but it is clear that this figure would be incorrect. 

When we speak of the necessity of using cost prices in 
valuing working assets, we mean that actual cost prices 
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must be used. Unless this is done, serious misrepresen- 
tation will result. Two policies should be strictly 
avoided: 


1. All the material and supplies should not be valued 
at the cost price of the last lot purchased. This is impor- 
tant since otherwise a dishonest or unwise manager might 
purchase 40,000 pounds of copper at 10 cents a pound 
and later purchase 100 pounds at 20 cents a pound. If 
he were allowed to value all the copper on hand at the 
cost of the last consignment, the result would be a gross 
inflation of the inventory and, consequently, a better bal- 
ance sheet showing. In the particular illustration used, 
the misrepresentation would amount to $4,000.00. 

2. Prices should not be averaged according to the 
method of straight averages instead of weighted aver- 
ages. The average unit cost of 40,000 pounds of copper 
at 10 cents and 100 pounds of copper at 20 cents is not 
15 cents, but only a very small fraction over 10 cents. 

Precisely the same principles which apply to the valua- 
tion of working assets also strictly apply to the valuation 
of finished goods, although finished goods may be classi- 
fied as a current asset. 


Frxep Asserts 


Fixed assets may be roughly classified into tangible 
and intangible. Tangible fixed assets include such 
items as 


1. Land. 

2. Buildings. 

3. Machinery, Furniture and Fixtures. 
4. Investments. 
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Intangible fixed assets include 


1. Goodwill. 
2. Franchises. 
3. Patents. 


The general principle underlying the valuation of fixed 
assets is that they shall be carried at cost regardless of 
eurrent fluctuations in value, but that accounting devices 
to measure lessening value must be taken into considera- 
tion. There is always some justification for arguments 
that favor a recognition of the market price in the case 
of working assets, but no sound arguments can be brought 
forward in justification of a similar treatment of fixed 
assets. The reason for this is clear. Working assets 
consist either of materials or of supplies. The materials 
are intended for ultimate resale in some altered form, 
while the supplies are consumed in making the materials 
marketable. Both materials and supplies, therefore, are 
transitory and are either directly or indirectly intended 
for resale. The state of the commodity markets has a 
direct effect upon the prices which will be ultimately real- 
ized for the finished goods and the merchandise into which 
the working assets are to be transformed. Hence there 
is a logical justification for a partial recognition of com- 
modity market fluctuations. 

The status of fixed assets is entirely different. <A fixed 
asset is a permanent holding and ordinarily may not be 
parted with until dissolution of the business. Fixed 
assets are essential to and inseparable from the business 
which ownsthem. Since they are not intended for resale, 
market fluctuations in their value will have no effect upon 
the current profits of the business. 

There is a corollary to the foregoing. Market fluctua- 
tions may be ignored, but it is of prime importance that 
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some well-considered plans of depreciation and amortiza- 
tion ® be followed. Certain classes of fixed assets depre- 
ciate more than others. This, however, does not affect 
the rule as above laid down. It only affects the rate. 
Sometimes a peculiar situation results from a rigid 
adoption of these two policies. For example, let us con- 
sider the case of an industry purchasing real estate on 
the outskirts of a city, and building thereon a factory. 
The total investment in land might be $10,000.00 and in 
buildings $20,000.00. If they followed a conservative 
practice such as has been outlined, they would charge off 
each year a certain percentage of their Buildings Account 
to Depreciation (note that land, in and of itself, is not 
usually subject to depreciation, although it may be under 
certain circumstances). In twenty years they may have 
charged off the entire $20,000.00 represented by their 
Buildings Account, and the books would then show real 
estate valued at $10,000.00 and buildings valued at noth- 
ing. Owing to the growth of the city during the twenty- 
year period, the management might decide to sell its 
property and move elsewhere. It is far from inconceiv- 
able that, in such a period of time and under favorable 

6 The following definition is the one proposed by the Committee on 
Accounting Terminology of the American Association of Public Accountants 
under date of August 31, 1915. 

Amortization—The gradual extinguishment of the amount of an asset, 
lability, profit, or loss by prorating it over the period, during which it will 
exist or during which its benefit will be realized. Specifically, 

1. The gradual extinction of a debt as, for instance, by means of a 
sinking fund. 

2. The gradual reduction in the valuation of an asset, thus anticipating 
the time when it shall eventually become worthless; as distinguished from 
provision for depreciation or replacements. 

3. The absorption in the income or profit and loss accounts during the 
pending of the debt, of a discount incurred or of a premium realized in the 


sale of an obligation, which discount or premium may be carried in the 
meantime, in a debit or in a credit suspense account. 
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circumstances, real estate values might have increased 
several hundred per cent and that the land which they 
bought for $10,000.00 might be sold for $75,000.00. 


SalesmpLicd. Ol dad cise hairy any A mctn’ . sans ates Aero eee ah ttre trots $75,000.00 
OripimalecostrOL JONG s cee trate ir eepear ire tee male er aereeeientets 10,000.00 
LES ens RODS AU) coliegel CoRaNe Levert dG ta BROIL CAE o Cockd CROMURS HE MRS ERO Dic $65,000.00 


It would clearly be improper to treat this $65;000.00 as 
a profit of the last accounting period. What it really is, 
is the accumulation of twenty years’ profits, due to a 
regular appreciation in value of the land. This figure 
of $65,000.00 must be credited not to Profit and Loss of 
the current period, but direct to some capital account 
such as Capital Surplus. Accountants realize that such 
occurrences are not improbable, but they deem it more 
conservative to ignore the gradual appreciation in value 
of real estate and to take no credit for such gains until 
the profit is actually realized. It is then creditable 
directly to a capital account’instead of one of the current 
imcome accounts. 

Managers and owners often protest bitterly when told 
that they must make provision for depreciation of the 
fixed assets, but they are not allowed to offset this by an 
increased value of land. If a building is depreciating at 
a rate of $2,000.00 a year and land is appreciating at a 
rate of $3,000.00 a year, it seems reasonable to the owner 
or manager to consider that a $1,000.00 gain has been 
made. 

There appears to be some justice in the claim that an 
unfair showing of profit and loss is made when current 
depreciation is required and current appreciation is ig- 
nored. The rule is, however, a very sound one. To a 
going concern, rapidly appreciating real estate has no 
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more value than when it was first purchased, and on the 
principle of regarding assets from the viewpoint of the 
going business, real estate and similar assets must plainly 
be valued at cost. 

As a further justification for the conservative prac- 
tices recommended in connection with the valuation of 
fixed assets, it should be noted that it is very difficult to 
appraise real estate properly. To make such an apprai- 
sal every year for the purpose of taking credit for antici- 
pated profits due to appreciation of the land would lead 
to inaccuracy, particularly if different appraisers were 
employed each year, since the judgment of one real estate 
expert might be widely different from that of another. 

Fixed tangible assets, other than real estate, should be 
subject to a well-considered depreciation policy. 

As indicated in the case of other classes of assets, fixed 
assets, both tangible and intangible, should be booked at 
cost price—the cost to the ‘‘going’’ concern. 

In the light of the foregoing principles we may now 
consider the case of particular kinds of assets. 


Lanp 


Land should be valued at the cost of acquisition. This 
may not necessarily be equal to the purchase price. 
Grading, street improvements, etc., may be necessary be- 
fore the land is ready for use, and such items may be 
included in the book cost of the land. Broadly speaking, 
the various items of expenditure which are necessary to 
bring the land into condition for use are properly ele- 
ments of the book cost. When the land is in use, subse- 
quent expenditures should be very carefully scanned to 
determine whether they are properly chargeable to the 
asset account or whether they are items of expense. An 
expenditure should never be charged to a fixed asset 
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account such as Real Estate, unless it unquestionably adds 
real value to the asset. 

Ordinarily neither appreciation nor depreciation of 
land should be taken into consideration. This, however, 
may not be true under certain special conditions. For 
example consider the case of a mining property where 
the amount of mineral is known. Every ton that is 
brought to the surface decreases the value of the mining 
property. Such a property is known as a ‘‘wasting 
asset,’’ and it is clear that a consistent plan of amortiza- 
tion must be followed in such cases. If a mining property 
cost $100,000.00 and a careful estimate indicates one mil- 
lion tons of ore, then for every ten tons of ore taken out 
of the mine the property would decrease $1.00 in value. 
If mining is conducted at the rate of 100,000 tons a year, 
then the property has an approximate life of ten years 
and depreciates $10,000.00 every year. 

In such cases as this the rate for amortizing all the 
other fixed assets must be based upon the ‘‘depreciation 
rate’’ of the wasting asset. In the case above mentioned 
the mine buildings and equipment might have an average 
life of twenty-five years, but if the mine has only a life 
of ten years, the amortization of the mine buildings must 
also be based upon a ten-year life, since they will have no 
value when the mine is exhausted. 

The rule, therefore, in connection with wasting assets 
like mines, is that the depreciation rate of accompanying 
fixed assets having an estimated life less than the life of 
the mine may base their depreciation rate upon estimated 
life, but that fixed assets having an estimated life greater 
than the life of the mine must be amortized at the same 
rate as the mine itself. Should this rule not be strictly 
followed it is clear that the profits of any one year may 
consist partly of real profits and partly of the original 
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capital invested. Dividend declarations based on such 
apparent profits would be illegal in many states, since it 
is a fairly well-settled rule that a dividend may be 
declared only out of profits. 


Lanp PURCHASED WITH STOCKS on Bonps 


Land is not always purchased for cash. It is some- 
times purchased with stocks and bonds. When this is 
done, a very difficult problem arises as to what the actual 
cost of the property is. Theoretically, at least, a double 
valuation must be made, since the property is valued in 
terms of the securities and the securities are valued in 
terms of cash. The proper theoretical procedure, since 
securities are seldom, if ever, worth exactly par, would 
be to calculate the cash value of the securities and then 
to book the land at the cash value of the securities with 
which it was purchased. While theoretically correct, 
such a procedure is not followed in actual practice. The 
situation usually oceurs in connection with corporations, 
and the law accepts the judgment of the directors as to 
the value of the asset so acquired. In the absence of 
fraud the judgment of the directors is considered final.? 


Bumprnes 


The problems in connection with the valuation of build- 
ings are very similar to those discussed in the foregoing 


7 There seems to be some difference of opinion among lawyers regard- 
ing the exchange of capital stock for property. At common law there are 
two general rules—the ‘‘good faith’’ rule and the ‘‘true value’’ rule— 
but these may be modified by statute in the several states. The ‘‘good 
faith’’ rule simply requires good faith on the part of the directors in 
valuing the property, but a gross overvaluation is held to be presumptive 
evidence of bad faith. The ‘‘true value’’ rule states that the fair market 
price is the one to be used and, on behalf of the creditors, the court may 
““go back’’ of the directors’ valuation, regardless of their good faith. The 
basis of this rule is the idea that the capital stock of a corporation is a 
trust fund for the benefit of the creditors. 
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section, except that where the land account represents a 
wasting asset, depreciation should be considered, other- 
wise land should be kept on the books at original cost. 
A building, on the other hand, must always be depre- 
ciated. 

With buildings, as in the case of land, a very careful 
distinction should be made as to the proper charges for 
expenditures. After the property has been acquired, no 
expenditure should be charged to the asset account, unless 
it represents an actual betterment and increase in the 
value of that asset. This distinction is sometimes very 
difficult to make. In a going business improvements to 
buildings are constantly made, repairs and replacements 
are always under way, and expenditures for such pur- 
poses should be carefully examined to determine whether 
they are in the nature of upkeep and, therefore, charge- 
able to expense or are bona fide improvements properly 
chargeable to the asset account. The only safe rule to 
follow is the one previously laid down; viz., where the 
expenditure results in increased operating facilities which 
will permanently increase the net profits of the business 
or permanently increase its real value or permanently 
increase its rental value, the proper charge is direct to 
the asset account, but where the only effect of the expendi- 
ture is to mamta the property, the proper charge is to 
an expense account. Where renewals of assets are more 
valuable than the property replaced, the excess is prop- 
erly and legitimately chargeable to property accounts. 

Buildings which are constructed by the company own- 
ing them should be valued at the actual cost of construe- 
tion and not at the price which they would have cost if 
purchased from outside parties. The difference between 
the construction cost and the purchase price of a building 
is not a profit but a saving. 
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The original amount at which a building should be 
booked is its value to the ‘‘going’’ concern. The proper 
elements of that cost include any expenses necessarily 
involved in constructing or purchasing the building, plus 
the expenditures which must be made in order to put it 
into condition for use. Examples of such expenditures 
are building permit fees, legal fees, insurance during con- 
struction, interest on investment during construction, 
wages of night-watchman during construction, ete. 


LEASEHOLDS 


It frequently happens that buildings are erected on 
leased ground. Depreciation should, of course, be 
charged on such buildings based on their estimated life, 
unless the life of the lease is less than the estimated life 
of the building. In such a ease the cost of the building 
should be written off over the life of the lease. For exam- 
ple, assume that John Doe on Jan. 1, 1915, leased certain 
land for twenty-one years and that he erected a $40,000.00 
building, which was completed Jan. 1, 1916. He esti- 
mated that the life of the building would be about thirty 
years. What provision should he make for depreciation? 


1. Yearly depreciation charge based on life of 
$40,000.00 (cost) 
building = 


= $1,333.33 
30 (years of life) 


2. Yearly depreciation charge based on life 
$40,000.00 (cost) 
of lease = 


= $2,000.00 
20 (years to run) 


Under the first plan the Buildings Account will show a 
balance of $13,333.34 on December 31, 1936, whereas the 
actual value of the building to John Doe will be zero, indi- 
cating that his accounts have failed to tell the truth. 
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Under the second plan the cost of the building will be dis- 
tributed over the life of the lease, and when the latter 
expires, the cost of the building will be entirely wiped off 
the books. 

If a lease is purchased, its purchase price may be set 
up as an asset, to be amortized over the number of years 
the lease has to run. 

The reader should understand that this discussion of 
the valuation of land and buildings assumes that such 
assets are fived in their nature. The treatment of sim- 
ilar items on the books of a real estate company which 
deals in land and buildings as personal property is 
entirely different. In that case land and buildings are in 
the nature of merchandise and should be handled in a 
similar way. 


MaAcHINERY 


Machinery, as a fixed asset, is subject to the same gen- 
eral rules as have been given for the valuation of land 
and buildings. Machinery should be charged to the Ma- 
chinery Account at cost, and this cost may very properly 
include the f. 0. b. cost, plus the freight, plus the expense 
of installation. As in the case of other assets, the value 
of machinery is its value to the ‘‘going’’ concern; hence 
all expenditures which must necessarily be made before 
the machine can be put in operation are properly included 
in the cost of that machine. 

Adequate provision for depreciation should be made as 
in the case of buildings. The rate of depreciation de- 
pends upon a great many factors and will in certain cases 
have to be determined by a qualified expert for each indi- 
vidual case. 

Machinery, which is built by a company for its own use, 
must be booked at actual cost, i. e., materials, labor, and 
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factory expense. The fact that such cost is less than the 
price at which the machinery could be purchased is no 
argument in favor of charging the asset account with the 
latter. The difference between actual cost and the mar- 
ket price is not a profit but a saving. 

Machinery that is purchased primarily for resale is 
not a fixed asset but is equivalent to merchandise and is 
subject to the same rules of valuation. 


INVESTMENTS 


Two general classes of investments may be recognized ; 
i. e., those that are fixed assets in their nature and those 
held for the purpose of resale. 

The United States Government bonds, which are held 
by national banks, are permanent investments. The bank 
cannot continue its note-issuing function if the bonds are 
disposed of. Similarly, the investment which a railroad 
company has in smaller tributary lines is a fixed asset. 

From the foregoing two examples we see that invest- 
ments may be regarded as fixed assets if they are 
essential to the business in the same way that land, 
buildings, and machinery are essential to the business. 
Securities that are purchased for speculation are not 
fixed assets—they more nearly resemble current assets. 
Securities which a bond-dealer has on hand for the pur- 
pose of resale are merchandise. 

Investments may be roughly divided into two broad 
general classes—stocks and bonds—and the accounting 
treatment of these two classes is very different. 

The treatment of stock purchased is simple. It may 
be booked at actual cost, regardless of par value—the 
fluctuations in its value may be ignored if it is an asset 
actually ‘‘fixed’’ in its nature. If stocks are purchased 
for speculative purposes or as sliort-time investments 
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DIFFERENCES BETWEEN 


Stocks 
Stocks are not liabilities but certifi- 


eates of ownership 
Stockholders may share in profits in 
the form of dividends 
Stockholders may share in assets 
upon dissolution of the company 


A share of stock represents a pro- 
portaonate share of assets 

Stockholders have control of the cor- 
poration 
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StocKS AND BONDS 


Bonds 
Bonds are secured liabilities 


Bondholders do not share profits but 
receive interest at a definite rate 

Bondholders expect return of invest- 
ment intact at maturity according 
to the terms of the agreement 

A bond is a limited interest in a cor- 
poration 

Bondholders as long as they receive 
regular interest and principal at 


maturity have no voice in the man- 
agement 


A stockholder is a part owner A bondholder is a creditor 


for idle funds or for purpose of resale, they are equiva- 
lent to merchandise, and the rule of ‘‘cost or market 
price, whichever is lower,’’ applies. 

Bonds which are purchased for a permanent investment 
and which are equivalent to fixed assets, may be bought 
either at par, below par, or above par. If they are bought 
at par, they are booked at cost and allowed to remain at 
that figure until maturity. If they are bought above 
par (at a premium), they may be booked at cost; but the 
excess of cost over par value must be amortized—written 
off during the life of the bond. The theory underlying 
this doctrine is that the premium merely represents bond 
interest purchased in advance which must be applied 
against the actual interest received during the life of 
the bond. For example, suppose a $1,000.00 bond, run- 
ning for 25 years with interest rate of 5%, is purchased 
at a price of $1,250.00. The yearly interest which will be 
received is $50.00, but the actual or effective interest 
which will be earned is $40.00, because each year the 
book value of the bond must be depreciated $10.00, so 
that at the end of last year its book value will only appear 


190 Principles of Accounting 


as $1,000.00. This is the amount which will be received 
in cash when the bond is called for payment. The reason 
why the bond sold for more than par is because a 5% 
return was considered too high a return on a bond of 
such class. The holder of such a high-class bond is not 
willing to sell it at par because it gives him such good 
return for his money. If, however, he sells it for 
$1,250.00, he implies that a 4% return is sufficient and, 
therefore, sells it on a 4% basis. The purchaser of the 
bond by paying such a premium impliedly admits that 
a 4% basis is correct but, since the bond actually returns 
5% on par, he pays the holder of the bond an amount 
sufficient to make the return on his own investment 
approximately 4%. When the bond is paid off by the 
company issuing it, it will pay only $1,000.00. There- 
fore, the $250.00 premium must be equitably spread over 
the life of the bond, and the yearly amount written off 
must be treated as a deduction from the income received. 

To be strictly logical, bonds purchased at a discount, 
1. e., below par, should be marked up each year, and there 
is no particular reason from a theoretical point of view 
why this may not be done. Many accountants object, 
however, to such procedure on the ground that it is 
dangerous to permit marking up the values of fixed 
assets. They always insist on taking depreciation into 
account but seldom, if ever, are willing to allow appre- 
ciation. Hence, it is usually customary to book such 
bonds at actual cost and to hold them at that figure until 
the bonds are paid; thus, a $1,000.00 bond due in ten years 
at 5% interest if purchased for $880.00 will be left at 
that figure for the entire ten years. At the end of the 
last year, in addition to the $50.00 interest, there would 
be a $120.00 increase in the value of the asset, bringing 
it up to par value. Such an extraordinary profit occur- 
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ring in one accounting period should, under no circum- 
stances, be treated as profit of that period, but should 
be credited direct to a capital account. 

The accountancy of investment is a science in itself, 
and it would serve no useful purpose to discuss it here. 
There have been several excellent manuals written on 
the subject, the principal one being Accountancy of 
Investment, by Chas. E. Sprague, which gives a detailed 
presentation of the calculation of interest, annuities, bond 
valuations at varying rates, and amortization. 


DEFERRED ASSETS 


Very little difference of opinion can exist as to the 
principles of valuing deferred assets. A deferred asset 
is a prepayment, and its original value is equal to its 
cost. If correctly handled, each deferred asset appears 
at a value which constantly diminishes as time goes on 
until it is finally extinguished altogether. Development 
expense in connection with mines and experimental ex- 
pense in factories are good, examples of deferred assets. 
In every case, deferred assets should be written off 
against the accounting periods to which the expense is 
properly chargeable. 


INTANGIBLE F'rxep ASSETS 


When a business is sold, it frequently happens that 
the price received for it is considerably in excess of its 
net worth as shown by the books. The difference be- 
tween the net worth and the price actually received is 
often spoken of as ‘‘goodwill.’’ Goodwill is made up of 
a number of elements. It takes into consideration the 
loyalty of constant customers and the force of habit 
which causes them to continue trading at one place. 
When an individual gets into the habit of trading at 
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one particular place of business, he is a far more valuable 

customer than the one who must be attracted by means 
ot expensive advertising and selling effort. Concerns 
that have been in business for a long time gradually 
accumulate a clientele of satisfied customers. The busi- 
ness which has such a well-established patronage is worth 
considerably more than a business with a similar net 
worth which has none. 


GoopWILuL 


Goodwill is defined by Webster’s New International 
Dictionary as ‘‘the custom of any trade or business; the 
favor or advantage in the way of custom which a business 
has acquired beyond the mere value of what it sells, 
whether due to the personality of those conducting it, the 
nature of its location, its reputation for skill, prompti- 
tude, etc., or any other circumstance incidental to the 
business and tending to make it permanent.’’ The 
Treasury Department of the United States has given 
the following short definition, ‘‘Goodwill represents the 
value attached to a business over and above the value 
of the physical property.’’ Goodwill represents the 
value of the physical organization of a business, its 
trade-marks, its advertising, and its relationship with 
others. 

When a business is purchased for more than its net 
worth, the difference between its net worth and the 
purchase price may be charged to the Goodwill Account. 
This goodwill then appears on the Ledger as an asset, 
and it may rightfully be so considered. It represents the 
purchase of something which would otherwise have to be 
acquired by the expenditure of money for advertising, 
salesmen, etc. That concern which is able to purchase 
a crowd of satisfied customers—customers who will be 
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likely to continue trading where they have traded in the 
past—will certainly have to spend less money in adver- 
tising than a concern which has to build up an entirely 
new clientele. 

Theoretically, goodwill should appear on the books of 
a concern as an asset when that concern begins to make 
more than a normal rate of return on the capital invested, 
and as the concern gets more prosperous and its actual 
goodwill increases, it would be theoretically justified in 
increasing its Goodwill Account. This, however, is re- 
garded as a very dangerous procedure, and no reputable 
accountant would permit it. A well-established rule is 
that goodwill shall not appear as an asset, unless it has 
been purchased. John Jones may have a business with 
a net worth of $10,000.00. That business may be actually 
worth $30,000.00 from an income-producing standpoint, 
but Jones will not be allowed to set up goodwill of 
$20,000.00. However, if Smith purchases the business 
from him for $30,000.00, Smith may book goodwill as 
being worth $20,000.00 without being criticized. The 
reason for this is that Smith has demonstrated his belief 
in the existence of goodwill by paying cash for it. 

Some question exists as to whether goodwill should 
remain permanently an asset or whether it should be 
charged off against profits year by year until finally 
extinguished. There are several ways of looking at this 
matter. Some accountants declare that goodwill should 
be charged against the profits for which it is responsible. 
This assumes that the only value which goodwill has is 
that of a profit-producer. As extraordinary profits are 
made which are clearly due to goodwill, then that goodwill 
should be charged against those profits. 

Some accountants consider it allowable to retain good- 
will indefinitely upon the books; they claim that its 
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appearance in the balance sheets deceives no one, that 
it represents very little more than a bookkeeping con- 
venience, and that it should not be allowed to disturb 
profits. 

Still other authorities consider that goodwill should 
be charged off during prosperous years and not during 
lean years. This is fallacious, since if no profits are 
made it is apparent that goodwill is valueless and should, 
therefore, be charged off. If extraordinary profits are 
made, it is pretty good evidence that the goodwill is 
worth face value or more and should, therefore, not be 
charged off at all. Following such a logical line of rea- 
soning it leads to the absurdity of charging off goodwill 
during unprofitable years and thus further increasing the 
loss and of not charging it off during the years when 
the business could best afford it. 

The author submits the following as being a logical 
method of treating goodwill. When goodwill is pur- 
chased, it is paid for on the same basis as any other 
asset, namely, its inherent value to the purchaser. The 
purchaser either does or does not get his money’s worth. 
If he does get his money’s worth, it will be indicated by 
substantial profits, since goodwill that does not produce 
profits has no value. If large profits are made during 
the first few years, then the goodwill should be amortized 
during those years. If the expected profits do not 
materialize, it is a sign that the investment was an unfor- 
tunate one and that the purchaser did not get value 
received for his money, or that he did get value received 
but that the goodwill disappeared because of some fault 
of hisown. In either case the goodwill should be charged 
off not against current profits but against the capital 
invested. The situation is analogous to the purchase 
of a business purporting to own certain assets which do 
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not exist. When it is determined that these assets do 
not actually exist, they will not be charged against current 
profits but will be charged against the capital account. 
The question as to the period of time over which goodwill 
should be written off resolves itself back to the question 
‘What has been purchased?’’ Clearly nothing has been 
purchased save anticipated profits. The purchase of a 
business at a premium is very much like the purchase 
of a bond at a premium. The bond premium represents 
future interest; the business premium or goodwill repre- 
sents future profits. Since the rate of amortization of 
bond premium is dependent upon the time factor, the life 
of the bond determines the yearly amount to be charged 
off. In the case of goodwill the number of years’ profits 
which have been purchased determines the number of 
years over which goodwill shall be charged off. 

No one can afford to be dogmatic about the treatment 
of goodwill. So many excellent authorities disagree 
absolutely as to the treatment of goodwill that it would 
seem as if almost any of the methods discussed would 
be justifiable. 


FRANCHISES AND PATENTS 


Franchises and patents are usually classed with 
goodwill. Payment for a patent is nothing more than 
payment for protection. It may be set up as an asset, 
but it normally should be written off in equal, annual 
installments over the life of the patent. The payment 
for a franchise is also an asset which should be written 
off in equal annual installments during the life of a 
franchise. Franchises may be perpetual in their nature, 
in which case they need not be amortized; but when a 
franchise has a definite number of years to run, sound 
accounting policy calls for its amortization. 
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ORGANIZATION E)XPENSE 


When a corporation is organized, certain expenses are 
always necessary before the corporation is in shape to 
do business. Fees must be paid, expenses must be met, 
stationery and printing must be paid for. All these are 
legitimate charges to asset accounts, since they must be 
ineurred before the corporation can begin business. 
Such pre-existence expenses are bona fide assets which 
need never be amortized or charged off, since they are 
perpetual in their nature, unless the life of the corpora- 
tion is limited to a definite number of years, in which 
case they should be charged off during the life of the 
corporation. The proper method of booking such charges 
is to debit them to an account called ‘‘Organization Eix- 
penses.’’? Many concerns do not like to show this item 
quite so openly and, therefore, make the charge to one 
of the fixed asset accounts, such as Land, Buildings, or 
Machinery. This is not considered the best practice but 
it is allowable, owing to the sanction which custom hag 
given it. 


TEST QUESTIONS 


1. What is the fundamental rule of asset valuation? 

2. Outline the procedure for material accounting. 

3. Differentiate between weighted and straight averages. 
4. What are the components of raw material value? 


CHAPTER VI 
LIABILITIES 


It has already been stated that liabilities are negative 
assets. A positive asset is owned. A negative asset is 
owed. For purposes of discussion liabilities may be 
classified into 


. Current. 

. Long time. 

. Deferred. 

. Contingent. 
. Proprietary. 


oR & We 


The first four items are true liabilities. The fifth is a 
liability only in the bookkeeping sense, as has previously 
been explained. ‘Treatment of proprietary liabilities will 
be deferred until the following chapter. 


CuRRENT LIABILITIES 


Current liabilities usually are those having an early 
due-date. In other words, they are labilities which must 
be paid shortly after date of the balance sheet upon which 
they appear, although this is not necessarily true. 
Strictly speaking, all debts that are not raised for 
permanent purposes are current liabilities. From the 
viewpoint of the banker or credit man, however, any 
liability is current that has an early due-date. All other 
liabilities, whether funded or not, are considered ‘‘long- 
time’’ obligations. 

In the ordinary business, current liabilities will consist 
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mainly of two general classes of items, 1. e., accounts 
payable and notes payable. An ‘‘account payable’’ is 
an implied, verbal, or informal promise to pay. A ‘‘note 
payable’’ is a definite written promise to pay. Practi- 
cally no problems of importance need be discussed with 
reference to the Accounts Payable Account. Normally 
this is a controlling account over a creditor’s ledger 
(which may be in ledger form or in the form of a voucher 
file). No question of valuation is present, since liabilities 
do not diminish in value with the passage of time. The 
figures at which they are booked remain the same until 
payment is made (either in cash, notes, or allowances). 


ACCRUED LIABILITIES 


In the preceding chapter the subject of accrued assets 
was discussed at some length. Accrued liabilities are 
of the same general nature except that they are nega- 
tive instead of positive. Accrued liabilities are those 
depending upon the passage of time regardless of the 
due-date, and they consist of such items as acerued wages 
payable, accrued salaries payable, accrued interest pay- 
able, accrued taxes payable, ete. Accrued liabilities are 
booked by means of an adjusting journal entry at the 
end of each accounting period. This entry charges 
the expense accounts and credits the accrued liability 
accounts. 

The purpose of such entries is to include among the 
expenses of any accounting period all items which are 
properly chargeable against that period and to include 
among the liabilities at the end of the period the amounts 
which have accrued to that date, even though the time for 
payment has not arrived. For example, it may be the 
practice to pay employees every Saturday, but the yearly 
accounting period may end on Wednesday. The wages 
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earned by employees on Monday, Tuesday, and Wednes- 
day would be properly chargeable as expenditures of the 
accounting period. They would also be liabilities, since 
they have unquestionably been earned by the employees 
and are due to them. If these accrued wages equaled 
$300.00, the adjusting journal entry would debit Wages 
Account (an expense account) and credit Accrued Wages 
Payable (liability account) for $300.00. It should be 
noted that such accrued items are in the nature of nega- 
tive, or liability, inventories. 

It is usually customary at the beginning of the fol- 
lowing accounting period to reverse the entries by which 
the accrued liabilities were booked and then to charge 
the actual cash payment to the expense account instead 
of to the accrued liability account. This need not be 
done, however, since it is equally proper to charge the 
disbursement of cash to the accrued liability account. 


OTHER CURRENT LIABILITIES 


When a corporation declares a dividend, that dividend 
is a liability of the corporation to the stockholders and 
must be set up on the books. This is done by means 
of a debit to Profit and Loss (or Undivided Profits or 
Surplus) and a credit to Dividends Payable Account. 
When the dividends are actually paid in cash, Dividends 
Payable Account will be debited, thus wiping out the 
liability, and Cash will be credited. Dividends Payable 
might be classified as ‘‘accounts payable,’’ but for balance 
sheet purposes it is usually desirable to show it as a 
separate item. 


DEFERRED LIABILITIES 


A deferred liability is nothing more than a deferred 
credit to Income. The philosophy underlying this class 
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of liabilities is similar to that discussed in connection 
with deferred assets. They represent liabilities not 
ultimately payable in cash but in goods or services. 
Such items as sales paid for in advance, deposits on 
contracts, ete., are classified as deferred liabilities. 
They will ultimately appear as items of Income but are 
liabilities until earned. 


CoNTINGENT LIABILITIES 


A contingent liability, as its name implies, is uncertain. 
It represents a possibility that an amount will have to 
be paid, or a responsibility which may lead to the creation 
of an unconditional liability. The best example of a 
contingent liability is found in the case of discounted 
notes receivable. A company which receives many notes 
from its customers may find that it is tying up a goodly 
portion of its capital in these notes receivable. Since 
notes receivable are a real asset, they may be sold, in 
which case it would seem natural to debit Cash for the 
amount received and to credit Notes Receivable (disre- 
garding the loss due to discount). Such an entry, how- 
ever, will not tell the exact truth. The notes are sold, but 
a responsibility still exists in connection with those notes. 
In disposing of them the seller must indorse them, and 
in law such an indorsement acts qualifiedly as a guarantee. 
This means that if the maker of the note does not pay it, 
the indorser may have to do so. The entry, debiting Cash 
and crediting Notes Receivable, does not show the exist- 
ence of this contract of indorsement. 

One way to handle this is to make the entry as above 
indicated but to insert a footnote to the balance sheet 
calling attention to the fact that a contingent liability 
exists for ‘‘ Notes Receivable Discounted.’’ <A still better 
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plan is to indicate this current liability right in the 
Ledger itself. This may be done by omitting the entry 
charging Cash and crediting Notes Receivable and sub- 
stituting therefor an entry debiting Cash and crediting 
Notes Receivable Discounted. The Ledger will then show 
two misstatements. It will overstate the amount of notes 
receivable as an asset and will also show an equal amount 
set up as an offset thereto on the liability side. For 
balance sheet purposes the balance of Notes Receivable 
Discounted Account should not appear as a liability but 
as a deduction from the total of Notes Receivable, the net 
amount being extended into the asset column. 


(First Method) 


BALANCE SHEET BEFORE DISCOUNTING NOTES 


CASWaRIS Se cle Scrat ores ered s $ 2,000.00 | Accounts Payable ....... $ 7,000.00 


Notes Receivable ........ 20,000: 00M Ca pita laeeenmete arte ken ee te 40,000.00 
Other Assets ............ 25,000.00 as 
$47,000.00 |: $47,000.00 


JOURNAL ENTRY 


CashPro cteGteere ers eyo oemese begs shee © cis svsegsotazeatacere $12,000.00 
IN Obes sRECELVADe tar acer iarare es enti slere acs sieves customer reuse: ogee $12,000.00 


BALANCE SHEET AFTER MAKING ABOVE ENTRY 


OPEN stone au fsaas aeeoO ae $14,000.00 | Accounts Payable ....... $ 7,000.00 
Notes Receivable ........ S000008 @Capitalieye entrant ae 40,000.00 
Qther Assets ............ 25,000.00 ak cee 

$47,000.00 $47,000.00 


The contingent liability of $12,000.00 for notes receiv- 
able discounted is not shown on this balance sheet. 


\ 
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(Second Method) 
BALANCE SHEET BEFORE DISCOUNTING NOTES 


Cash terre. teicre s/6 sre vetoior oyese rs $ 2,000.00 | Accounts Payable ....... $ 7,000.00 
Notes Receivable......... 205000007 Capital Wim cistesten cciereteers 40,000.00 
Other Assets ............ 25,000.00 

$47,000.00 $47,000.00 


JOURNAL ENTRY 
(ORY Np Gas eo ye A ann aaa aad Oe AR Oe Perot Ato AE $12,000.00 
INotesmhecelvables Discounted carat. sitaleisieteis aie ehdcepstalatetel alates elves $12,000 00 


BALANCE SHEET AFTER MAKING ABOVE ENTRY 


Cashigisrtse cncteiactecetsronses ines $14,000.00 | Accounts Payable ....... $ 7,000.00 


Notes Receivable ........ 20,000.00 | Notes Receivable Dis- 
Other Assets). cos 25,000.00 COUMLCG a ar saraetvegececisnons 12,000.00 
Capital rie tanvcmroncnsien eakrae 40,000.00 
$59,000.00 $59,000.00 


or a better form of balance sheet presentation would be 


BALANCE SHEET 


Gash cara heroes ae ee $14,000.00 | Accounts Payable ....... $ 7,000.00 
Notes Receiv- Capital can bee ansys aoe ne 40,000.00 
AbLO nies. $20,000.00 —__ 
Less — Notes 
Discounted.. 12,000.00 8,000.00 
Other sAssets <<). s.clesiee se 25,000.00 
$47,000.00 $47,000.00 


There are other kinds of contingent liabilities which 
occur less frequently than notes receivable discounted, 
and it is usual to indicate their existence only by means 
of footnotes on the balance sheet. Such contingent lia- 
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bilities occur in connection with guarantees of various 


kinds. 
Bonpep INDEBTEDNESS 


When a corporation desires to raise money, it may 
_place a mortgage on certain of its properties. Such a 
mortgage is the same instrument that the ordinary indi- 
vidual executes, but owing to the difficulty of selling 
mortgages in inconvenient amounts it is customary for 
corporations to make the mortgage payable to a trust 
company who acts as a trustee. Bonds are then issued 
*n round amounts, i. e., $100.00, $500.00, or $1,000.00. 
These bonds are promises to pay secured by the mortgage 
held by the trustee. 

A bond contains a promise to pay a definite sum of 
money at the end of a certain period, and the interest 
rate is named on the face of the bond. When bonds are 
sold, the bond account is credited, and Cash is debited 
for the amount realized. 

It is clear that the facé or par value of the bond may 
not be equal to its real value. The purchaser of a bond 
after taking into consideration the number of years it 
has to run and the interest rate, may feel that the bond 
it not worth par value to him. It may be only worth 
95% of par value. On the other hand, a bond may be 
easily worth more than par value, particularly when the 
specified interest rate is high. The price of a sound bond 
is determined by its actual rate of return, and there is 
always some interest rate at which any bond can be sold 
for exactly par. The interest rate being fixed, the only 
way to obtain a different rate on the investment is to 
adjust the price paid for the bond. Suppose a hundred- 
year bond was issued with a par value of $1,000.00 at an 
interest rate of 4%, the annual return will evidently be 
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$40.00. If the current rate for money is 5%, the bond 
can be sold for approximately $800.00, since $40.00 a 
year is 5% of $800.00. 

Suppose, on the other hand, that the same bond was 
offered for sale at a specified interest rate of 6%. The 
income from such a bond would be $60.00 a year, but if 
the current market rate for money was in the neighbor- 
hood of 5%, the company issuing this bond could probably 
sell it for more than par, or around $1,200.00. The reader 
should, therefore, discriminate between the two kinds of 
interest rate. The nominal interest rate is the one indi- 
cated on the face of the bond. The effective or real 
interest rate is the actual rate of return on the invest- 
ment and is roughly obtained by dividing the annual cash 
income by the actual cash investment. In the last 
example shown above the nominal interest rate was 6%, 
and the effective interest rate was 5%. The reader 
should have no difficulty in realizing that if he buys a 
bond for less than the par value, which guarantees a fixed 
yearly rate, the annual rate of interest on his actual 
investment will be greater than the nominal interest 
specified on the face of the bond. 

The company issuing a bond must book it at par value, 
since the par value always constitutes the real ultimate 
lability. The entry to Cash for the proceeds of the bond 
sale will probably be either more or less than the credit 
to the Bond Account, since we have seen that few bonds 
are really sold at exactly par. The difference between 
the liability thus set up and the cash received must cer- 
tainly be recorded on the books. This can best be illus- 
trated by a series of examples. Suppose a company has 
the following balance sheet: 
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BALANCE SHEET 


CASH Mrrnetenre A. riitecke teen trees $ 4,000.00 |} Accounts Payable ....... $15,000.00 


Plat btene cae a easel ciorsteie ey 50,000.00 | Capital & Surplus........ 59,000.00 
OthersAssets: “a. ssasase 20,000.00 


$74,000.00 $74,000.00 


The company decides to sell bonds in order to raise 
money for an extension of its plant. After proper legal 
formalities, it issues $25,000.00 worth of 5% ten-year 
bonds. Let us suppose that it is able to sell these bonds 
for only $20,000.00. 

Cash will be debited $20,000.00, Bonds Payable will be 
credited $25,000.00, and $5,000.00 entry will have to be 
made to the debit of a new account which we may call 
‘‘Discount on Bonds.’’ 

The journal entry for this transaction will appear as 
follows: 


Cashrrse han ah ROW GeY tA TK, Cok aes ee ee $20,000.00 
DISCOUNT One BON GS te mir ie hciel anes a onto) sense 5,000.00 
Bonds Payable .-............ 5 ne ot MORE Ea eee $25,000.00 


When the entries have been posted, the following 
balance sheet will result: 


BALANCE SHEET 


Cashis. gicrc sewer. cones eb $24,000.00 | Accounts Payable ....... $15,000.00 


Discount on Bonds....... 5,000.00 | Bonds Payable .......... 25,000.00 
Plantar aati. catnernae 50,000.00 | Capital & Surplus....... 59,000.00 
Other Assets «22:22... ..- 20,000.00 

$99,000.00 $99,000.00 


This item of discount on bonds is a deferred charge 
to the Interest Account. The company assumed a lia- 
bility of $25,000.00 but received only $20,000.00. This 
would indicate that the rate of return specified on the 
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face of the bond was insufficient to attract the purchaser. 
The issuer of the bond, therefore, was obliged to increase 
the rate of interest. This was done by paying a certain 
portion of the interest in advance. This will be readily 
grasped after we analyze the above journal entry. It 
consists of a sale of $25,000.00 worth of bonds for 
$25,000.00 in cash and the payment of $5,000.00 in cash 
to the purchaser of the bonds in prepayment of interest. 
In journal entry form this will appear as follows: 


(GEIS S ss Sikes aie YS po Ae 8 De ACR Cu Fe $25,000.00 
BONS UE AV ADLON tse saiee peealeere = eras Cecio cena ae Me pe eaay enn $25,000.00 
To record sale of bonds 
Dis COUNtAONAEONGS!:. ania aceite eke he eek enlace 5,000.00 
(GIR NE Gos Ta Ra NOR Me aah INES, Mele x Ssaar Mes ee i 5,000.00 


To record the prepayment of interest. 


The above journal entries describe what theoretically happens, but the actual 
practice is described on page 205. 


The interest on such bonds is, therefore, paid in two 
ways: (1) A portion of it, amounting in this example 
to $5,000.00, is paid in advance, and (2) the balance is 
paid at the rate of $1,250.00 a year (a total of $12,500.00 
during the life of the bond). The total interest on these 
bonds actually paid in cash is $17,500.00, $5,000.00 of it 
being paid in advance and the balance being paid in 
yearly installments. The important thing is that this 
item of discount on bonds represents nothing more than 
a prepayment of the interest and can, therefore, be classed 
as a deferred asset which must be charged off during 
the life of the bonds in equal annual amounts. At the 
end of each year, therefore, two entries will have to be 

1It has not been thought desirable to discuss the intricacies of this 
subject but to confine the discussion to an exposition of underlying prin- 
ciples. Whether this item of discount on bonds is charged off in equal 
annual installments or according to some other plan has no effect on the 


principle involved, and for purposes of clear presentation it is much 
simpler to assume uniform amortization. 
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made, one entry will credit Discount on Bonds and debit 
Interest Account for the annual amount written off, and 
the other entry will credit Cash and debit Interest for 
the installment paid in cash. 


EnterestrOous BONS anc. ceeane ia cteic Ceacrsttene eta steal stareittver ave: coarene $500.00 
Discount on “Bonds recs eets oy ceeestede a eetvchohe hctehetke ae eee eee ae nee $500.00 
To charge off yearly installment on bond discount 
Interestron . Bondsstteh cose acce cs oes ae eiaake oleae nlooles 1,250.00 
Clea anny ease nd se stou re cats tow seh gore au RLIe er aE 1,250.00 


To pay the nominal interest at the rate of 5% on par value of bonds 
outstanding 


The account, Interest on Bonds, represents real or 
effective interest, the item of $1,250.00 being the nominal 
interest. 

Bonds issued at a premium are handled according to 
the same principles that have been outlined for bonds 
issued at a discount. For purposes of illustration, we 
may use the same starting balance sheet that was shown 
on the preceding page. 


BALANCE SHEET 


CashPie. a wcck nates cote. $ 4,000.00 | Accounts Payable ....... $15,000.00 
BEN 4 ano apo goo tes on 50,000.00 | Capital & Surplus........ 59,000.00 
Other Assets ............ 20,000.00 


$74,000.00 $74,000.00 


The same 5% ten-year bonds are sold, but the price 
obtained for them is $30,000.00. It is clear that Cash 
must be debited with the amount of cash received and 
that the liability account, Bonds Payable, must be credited 
for the par of the bonds sold or $25,000.00. The differ- 
ence between these two figures represents premium on 
bonds and is a deferred credit item, representing income 
received but not earned. 


208 Principles of Accounting 


BALANCE SHEET 


Casha sn ceseee crete ote $ 34,000.00 | Accounts Payable ...... $ 15,000.00 
Plant tae sc pectic ciao 50,000.00 | Bonds Payable ......... * 25,000.00 
Other Assets .......... 20,000.00 | Premium on bonds...... 5,000.00 

Capital & Surplus...... 59,000.00 


$104,000.00 $104,000.00 


Analysis indicates that the nominal rate of interest 
specified on the face of the bonds was in excess of the 
amount of interest it would actually be necessary to pay 
for the use of the money. Instead of reducing the 
nominal interest rate they sell the bonds for more than 
par. The difference between the sales price, $30,000.00, 
and the par value, $25,000.00, represents money that the 
purchasers of the bonds have paid to the company. It 
really represents a refund by them of interest which they 
expect to recewe. The company is then in a position of 
having received as a refund, interest which it has not 
yet paid but has only promised to pay. It must set the 
amount up as a deferred lability and write it off during 
the life of the bond in equal annual installments. Each 
year one-tenth of the premium will be debited to Premium 
on Bonds and credited to Bond Interest. At the same 
time Cash will be credited and Bond Interest debited for 
the interest actually paid at the nominal rate (which is 
greater than the real, or effective, rate). 

In journal entry form these entries will appear as 
follows: | 


UNGErestmODe, BONES austere oer ae eee a aere nee are $1,250.00 


CE) te Sea AM Tec anh Mater anesiactn cre cou pie ooh cols Ao $1,250.00 
To pay the nominal interest at the rate of 5% on the par value of bonds 
outstanding 


To credit yearly installment of bond premiums to Interest Account 
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The account, Interest on Bonds, shows, on the debit 
side, interest actually paid in cash and, on the credit side, 
the yearly installment of the deferred liability, Premium 
on Bonds. The difference between the two sides repre- 
sents the real or effective interest. 

Considering these discounts and premiums as deferred 
charges and credits to the nominal account, Interest on 
Bonds, renders it easy to see that when bonds are issued 
at less than par, the discount represents neither an 
immediate loss nor a charge to permanent asset accounts. 
When bonds are sold above par, the premium does not 
represent an immediate profit, and it is clearly improper 
to credit it either to Surplus or to Profit and Loss. 

In the past certain corporations have treated bond 
discount as similar to organization expense, merging it 
with one of the fixed asset accounts. Under the proper 
theory of bond discounts this procedure is self-evidently 
vicious. It tells two falsehoods—it falsely inflates the 
value of the fixed assets, and it fails to tell the truth 
about the real cost of financing. 

In the past it has not been unusual to treat premiums 
realized on bond sales as immediate profits, crediting 
them either to Profit and Loss or to Surplus. In the 
light of the fundamental theory of bond premiums it is 
clear that such procedure is absolutely wrong. It results 
in a misstatement of profits or net worth and a misrep- 
resentation as to the actual cost of financing. 

There are several methods of handling bond premiums 
and discounts which vary according to the terms of the 
bond itself, i. e., as to its redemption. It is very often 
provided that the concern issuing the bonds must redeem 
a certain number of them each year either at current 
market price or at a fixed amount above par. Thus a 
twenty-year $1,000.00 bond may contain the provision 
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that it is redeemable or callable in ten years at 105. This 
means that the holder of the bond must surrender it for 
$1,050.00 at any time after ten years if he is called upon 
to do so. If, however, the corporation can buy its own 
bonds in the open market for less than $1,050.00, it will - 
do so. Assuming that a reserve has been built up for 
the purpose of buying back bonds at 105, you will find 
that each purchase in the market at a less price will result 
in a profit which may very properly be credited to the 
Interest Account. The accounting treatment of redeem- 
able and convertible bond issues need not be elaborated 
here. Readers who are interested in this branch of 
accounting will find an excellent treatise on the subject 
_ written by Charles E. Sprague entitled, The Accountancy 
' of Investment. This volume can be obtained at almost 
any good public library. 

Only one further point need be considered in connection 
with bonded indebtedness. Bonds which have been re- 
purchased may be either held alive in the treasury or 
cancelled. If the former course is adopted, they will 
appear on the balance sheets as assets, although many 
accountants favor showing them in an inside column as 
deductions from the total bonded indebtedness, extending 
only the net amount of outstanding bonds into the liability 
column. 

BALANCE SHEET 


PAIR SSOLS kere sith aie senate $62,000.00 | Accounts Payable ....... $ 3,000.00 
Total Bonds... $40,000.00 
Less—Bonds in 


Treasury ... 8,000.00 
Outstanding Bonds ...... 32,000.00 
Capital & Surplus........ 27,000.00 


$62,000.00 $62,000.00 
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If the bonds are cancelled after having been repurchased, 
they should no longer appear on the books. The Bond 
Account should be debited, and Treasury Bonds should 
be credited for the par value of the cancelled bonds. 

Apparently the best practice is to reserve the term 
‘‘treasury bonds’’ for bonds that have been reacquired 
either through purchase or through gift. Bonds which 
have never been issued may, if desired, be recorded in an 
account entitled ‘‘Unissued Bonds,’’ but on the balance 
sheet they should not appear as an asset but as a deduc- 
tion from the total amount of authorized bonds on the 
liability side, since the best authorities do not consider 
unissued bonds a real asset. 


TEST QUESTIONS 


. What are current liabilities? 
. What is the nature of accrued liabilities? 
. What is the best way to treat notes receivable discounted ? 
. What is a bond? 
. (a) What is the nature of premium on bonds? 
(b) What is the nature of discounts on bonds? 
. Are unissued bonds a real asset? 


orem co np eH 
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CHAPTER VII 
PROPRIETORSHIP 


The primary classification of accounts is into two sub- 
divisions—real and nominal. Real accounts are the asset 
and liability accounts. Nominal accounts are the proprie- 
torship accounts. 

When a business is created, a proprietorship account 
is also created. For the net worth with which the pro- 
prietor started in business, represented by the difference 
between the assets and liabilities, a credit is set up in his 
account. As expenses are incurred, losses suffered, and 
profits earned, appropriate debits and credits may con- 
ceivably be made daily to the original Proprietor’s 
Account. With such a simple system it would be possible 
to determine the relation between the proprietor and his 
business at any tume by glancing at the balance of his 
account. ‘To determine the profit or loss during a given 
period, a comparison could be made of successive balance 
sheets. ‘Thus, if one balance sheet showed a net proprie- 
torship credit of $1,000.00 and the one of a year later 
indicates $1,200.00 as being due the proprietor, it is clear 


that the condition of the business has improved by 
$200.00. 


Mrxep ELEMENTS oF PROPRIETORSHIP 


Just how valuable is this information? It has very 
little value unless certain other facts are known, namely, 
the proprietor’s withdrawals or additional investments 
during the year. The profit from operation might have 
been $500.00 and the withdrawals $300.00, or the loss from 

212 
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operations might have been $100.00 and the additional 
investment $300.00. Hach period the balance of the 
account represents the net investment, distinguishing in 
no manner between the original investment of capital, 
subsequent investments or withdrawals, and operating 
surplus or deficit. 

In order to determine the profit or loss of a given 
period something more than comparative balance sheets 
is needed. A balance sheet shows the condition of a 
business at a given moment of time, but it gives no in- 
formation as to the causes leading up to that condition. 
Since every transaction resulting im a loss or a gain 
results ultimately in a debit or credit to the Proprietor’s 
Account, an analysis of that account will supply the miss- 
ing mformation. Such an analysis, in proper form, is 
known as a ‘‘profit and loss statement.’’? In its most 
primitive form it is a list of the various proprietorship 
credits and debits made during a given accounting period, 
the difference between the total debits and the total credits 
being the profit or loss. “A better form of statement 
would not list all the items, but would eliminate those 
referring to withdrawals and investments. In order to 
do this easily the single original Proprietor’s Account 
may be replaced by four main proprietorship accounts. 


. Capital Investment Account. 

. Surplus or Deficit Account. 

. Profit and Loss Allocation Account. 
. Profit and Loss Account. 


wb 


ys 


The Profit and Loss Account must not be confused with 
the profit and loss statement, since the former is a general 
1 Also spoken of as an income statement, a revenue statement, or a loss 


and gain statement. Owing to the unsatisfactory condition of accounting 
terminology, these names are used interchangeably and indiscriminately. 
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ledger account and the latter a schedule or exhibit. To 
the Profit and Loss Account is credited the income of the 
period, and it is charged with the operating expenses of 
the period. The balance of the account is the net 
operating profit (or loss), which is transferred to the 
Profit and Loss Allocation Account. This account is 
debited with all the current profits taken from the busi- 
ness by the proprietor. Its balance represents the profits 
which are to remain in the business, and is transferred 


PROPRIETORSHIP 


Fia, 51.—Chart Showing Primary Subdivision of Proprietorship 


to the Surplus Account as an additional investment. If 
this figure should represent a loss, it would be carried 
to the Surplus Account as a debit, representing a reduc- 
tion in the investment. Should it happen that the Sur- 
plus Account had no credit balance, the loss would be 
charged to the Deficit Account. 

The Capital Account represents the investment and is 
credited with the original and all subsequent investments 
in the business. It may be debited with all withdrawals 
of capital (not of profits). 

Under such an arrangement (Figure 51) the profit and 
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loss statement may be constructed from the Profit and 
Loss Account, since this account represents the income 
and costs of the accounting period, other factors, such as 
withdrawals of profits, not being included. It is clear 
that the total net profit is the significant figure, not the 
net profit less withdrawals. 


PRoprRigEToRSHIP ENTRIES 


If it igs assumed that all proprietorship debits and 
eredits are made direct to one of these four accounts, 
the question which will immediately arise in any particn- 
lar case is, ‘‘which one shall receive the entry?’’ Losses 
may be roughly divided into two classes—capital losses 
such as are caused by the destruction of property by fire, 
hurricane, flood, ete., and current expenses which are 
incurred for the purpose of obtaining an increased income 
at a later time, such as salaries paid to salesmen, rent, 
ete. It is clear that these two classes of loss should not 
be confused. The loss of a capital asset is a misfortune, 
but it does not necessarily indicate operating inefficiency. 
If, however, current operating expenses are high as com- 
pared with current operating income, inefficiency may be 
the cause. 

There is no difference between the dollar which comes 
into the business as the result of the sale of merchandise 
and the dollar which results from the sale of a fixed 
asset, but careful distinction must be made between these 
two classes of income. The first is normal, and the second 
is abnormal. To lump them together would obscure 
results and make it impossible to compare the statements 
of different accounting periods. If, therefore, we restrict 
the Profit and Loss Account to the booking of current 
expenses and income only, the profit and loss statements 
which are prepared from such accounts can be com- 
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pared for successive accounting periods. Extraordinary 
profits, not applicable to any particular accounting period 
such as might arise from the sale of fixed assets, should 
not be credited to the Profit and Loss Account at all, but 
should go direct to the Surplus Account. All expense 
which is actually applicable to the accounting period may 
be debited to the Profit and Loss Account, but extraor- 
dinary losses not consequent upon operation and not 
applicable to any particular period such as losses by fire, 
flood, shipwreck, or war, should be debited to the Surplus 
Account. Such extraordinary losses and gains may be 
infrequent, but because of their infrequency it would be 
wrong to lump them with the operating profits and losses 
for the period. This distinction between capital profits 
and losses and current profits and losses must be care- 
fully observed, otherwise no enlightening information 
can be obtained from a comparison of results for 
successive accounting periods. 


Sussiprary ACCOUNTS 


To analyze the Profit and Loss Account is a wasteful 
and unnecessary procedure. The daily changes in pro- 
prietorship may be entered in temporary subsidiary 
proprietorship accounts. At the end of each accounting 
period these accounts will be closed into Profit and Loss. 
Thus, instead of debiting rent to the Profit and Loss 


~- Account whenever rent is paid, it may be debited to a 


Rent Account, wages may be debited to a Wages Account, 
salaries to a Salaries Account, heat and light to a Heat 
and Light Account, ete. 

It is when such classified expense and income accounts 
are kept that there is no need for analysis. The balances 
of these accounts may be used in constructing the profit 
and loss statement and, at the end of the accounting 
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period, transferred by means of closing journal entries 
to Profit and Loss, which is now only a summary account. 
The balance of that account represents the net profit (or 
loss) for the period. This figure may then be transferred 
to the Profit and Loss Allocation Account, offsetting any 
debit entries contained therein due to premature with- 
drawal of profits. The balance of the Profit and Loss 
Allocation Account then represents the amount which may 
be transferred to the Surplus or Deficit Account. 


THREE CLASSES OF PROPRIETORSHIP 


With this skeleton plan of classification in mind various 
forms of proprietorship may be discussed. There are 
three common forms: 


1. The sole proprietor. 
2. Co-partners. 
3. Stockholders. 


Sote PRoPRIPTORSHIP 


Sole proprietorship is very common in the small busi- 
ness. The fruit peddler, the bootblack, and the cobbler 
may be examples of sole proprietors. Nearly all small 
grocery stores and butcher shops have but a single owner. 


PARTNERSHIP 


The somewhat larger business is more commonly a 
partnership, involving two or more proprietors. In- 
sufficient funds often lead the sole proprietor to take 
another individual to share gains and losses with him. 
Frequently the partners have an equal investment in the 
business and share all profits and losses equally. Some- 
times their investments are unequal, and profits and 
losses are divided upon an agreed basis. 
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‘‘Partnership’’ has been defined as ‘‘the contract 
relation subsisting between persons who have combined 
their property, labor, or skill in an enterprise or business 
as principals, for the purpose of a joint profit.’’ 

A partnership ordinarily has the following elements: 


1. It is a relation created by the agreement of the 
parties, not by law. i 

2. Ordinarily each member contributes to the establish- 
ment of a common fund. 

3. It has in view the carrying-on of some lawful busi- 
ness. 

4, Its purpose is the profit of the associates. 

5. Each partner has the implied power to bind all other 
members within the scope of the business. 

6. It holds a joint liability to outside parties for all 
debts and contracts of the firm. This means that 
any partner may be forced to pay the whole debt of a 
firm out of his private means. 


Some very interesting accounting problems arise in 
connection with partnership, but these will be discussed 
in a later chapter. The proper accounting procedure in 
connection with a partnership is to open separate capital, 
surplus, and drawing accounts for each partner. The 
net profit or net loss at the end of each accounting period 
is credited or debited to the Profit and Loss Allocation 
Account and from there transferred to the partners’ 
drawing accounts in accordance with an agreed-upon 
ratio. 

2In reality partnership accounting is not on a truly scientific basis. 
While accountants agree as to the desirability of keeping the investment 
separate from accumulated profits and losses due to operation, it is found 
that, in actual practice, nearly all partnerships omit the Profit and Loss 


Allocation Account, transferring the net profit for the period direet from 
the Profit and Loss Account to the partners’ drawing accounts. The unwith- 
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In forming a partnership it is usual to draw up an 
agreement, which is commonly known as the ‘‘articles of 
partnership.’’ A clause is usually incorporated in this 
document, stating how the partners shall share losses 
and gains. When no such agreement is in existence or 
where it does not state the ratio in which the partners 
shall divide losses and gains, it is a rule of law that they 
shall be divided equally among all the partners, regardless 
of the capital invested. 


CoRPORATIONS 


‘A corporation is an artificial being, invisible, in- 
tangible, and existing only in contemplation of the 
law.’’? It is composed of persons who are known as 
“‘stockholders.’’ The interest of the stockholders is 
regarded as divided into equal shares, called ‘‘shares of 
stock.’? When a person purchases, or otherwise acquires, 
an interest in the capital stock, he is spoken of as owning 
a certain number of shares of stock. These stockholders, 
however, are not the corporation. A corporation has a 
name, an individuality, and an existence apart and distinct 
from its stockholders. It may conduct business, bring 
actions at law, or make contracts. A corporation carries 
on its business through officers and agents, and it may 
even enter into contracts with its stockholders and sue 
them and be sued by them just as any individual. 

Corporation accounting represents the most advanced 
type known. A corporation usually conducts a much 


drawn portions are then transferred to the partners’ capital accounts. For 
convenience in presenting the subject of proprietorship, it will be assumed 
that proposed classification is actually in common use. In Chapter IX the 
subjeet of partnership will be more fully discussed and actual procedure 
explained. 

3 The definition of Chief Justice Marshall in the case of the Trustees 
of Dartmouth College v. Woodward. 
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more extensive business than a sole proprietor or a 
partnership. It controls larger amounts of capital, and 
its business is more complex. All these things affect the 
accounting system. Some of the special problems con- 
nected with corporation accounting will be treated in 


Chapter X. 


CoRPORATION PROPRIETORSHIP 


In the corporation, there may be a number of main pro- 
prietary acounts. The. principal one is, of course, Capi- 
tal Stock. This account is credited with the par value of 
all shares of stock issued. Its debits, if there be any, 
are caused by the cancellation of stock. Its balance, 
therefore, represents the total number of shares of stock 
outstanding expressed in terms of money, since each share 
of stock has a par value,* usually $100.00. 

It is clear that a distinction should be made between 
capital stock and capital. The capital is the sum total of 
assets owned by the corporation. The capital stock rep- 
resents the interest which the stockholders have in those 
assets. The capital stock remains as fixed by legislative 
sanction, while we have already seen that the value of 
assets changes due to appreciation, depreciation, profits, 
and losses. The capital of the corporation and the capi- 
tal stock of the corporation may be, and usually are, rep- 
resented by very different figures. 

The net capital of the corporation, i. e., the total assets 
less the total outside liabilities, equals the proprietary 
interest. The proprietary interest may be greater or 
less than the capital stock, although at the beginning of 
business it would ordinarily be equal to the capital stock. 
As time goes on, however, profits may be made, and if 


4 This is a matter of statutes, and some of the states, notably New York, 
permit the issue of stock without par value. 
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they are not all withdrawn, they serve to increase the 
proprietary interest. They cannot be credited direct to 
the Capital Stock Account, since it is fixed in amount. 
Another proprietary account is, therefore, provided for 
that purpose. This is known as the ‘‘Surplus Account,’’ 
and according to best usage it includes only undivided 
profits which may be declared as dividends. 

If the venture proves to be a disastrous one and sur- 
plus having been exhausted, losses are greater than 
profits, they should be debited to a Deficit Account, the 
balance of which will appear on the left-hand or debit 
side of the trial balance. Itis not an asset but a negative 
surplus account, explaining the difference between the 
assets and the sum of the liabilities plus investment, and 
it must be taken into combination with the other proprie- 
torship accounts to determine the net worth of the corpo- 
ration. Practically never is the net worth of the cor- 
poration equal to the balance of the Capital Stock 
Account; therefore nearly every corporation carries 
either a Surplus or a Deficit Account on its books. In 
addition to these accounts, there may be other proprie- 
tary accounts, such as Undivided Profits or Reserves. 
Undivided profits, as the name implies, represent profits 
which have not yet been distributed. Undivided profits 
may be paid out as dividends, may be reserved for con- 
tingencies, or may be credited to Surplus. 

A reserve is surplus appropriated for a specific pur- 
pose. It is often desirable to ‘‘earmark’’ a certain por- 
tion of the surplus in order that it may not appear 
available for dividends. Such reserves are usually ‘‘set 
up’? to care for contingencies, such as possible losses 
from bad debts or accidents, such as floods, fires, or ship- 
wrecks. 
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CLASSIFICATION OF NOMINAL AccouNTS 


Every trading business has for its fundamental func- 
tion the acquisition of goods at one price, having in con- 
templation the object of selling at a greater price. Ifa 
business could be run without any expense, its profit for 
any period would be equal to the difference between the 
total sales of merchandise during the period and the 
total purchase cost of the goods that were sold. No busi- 
ness ever does operate without expense; hence the selling 
price of merchandise must be sufficient to pay for the 
goods, to pay for the expense incurred in operating and 
selling, and still leave a profit. If at the end of an 
accounting period it is discovered that no operation profit 
has been made, there may be two reasons; 1. e., either the 
goods cost more than they could be sold for or the ex- 
penses of the business are too high or both. For that 
reason it is desirable to show on the profit and loss state- 
ment separate tables for 


1. Trading activities. 
2. Expenses. 


That section of the profit and loss statement which 
reflects the trading activities is known as the ‘‘trading 
statement.’’ The fundamental structure of the exhibit 
is simple, consisting of : 


Sales minus eost of sales equals gross trading profit. 


The cost of sales, or the cost of goods sold, is arrived 
at by adding the purchases of merchandise during the 
accounting period to the inventory of merchandise at 
the beginning of the period and from the total thus ob- 
tained, deducting the inventory at the end of the period. 
The gross profit furnished by the trading statement is 
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the profit before the expenses of the business have been 
considered. It is a figure which means very little, since 
it only expresses the relation between sales and cost of 
sales. According to the strict meaning of the word 
‘‘profit,’’ its title is a misnomer, but since it is in common 
use, we may adopt it here. 


PP OtaAL MAS AOS sit sce tes. oe tne Ae eee ae ore Ea a Ree ae Toner Siikindes 
inyventorys begining OL eperiod.n)seimelaciien sae eels tiers aac 
Purchases; duxing pperlodwsjaracts cists ase s eiclerecrcmre eieiciee miler aie 


Deduct—Inventory, endsot) period’ «say. -\)- close ecele reine oeieteiee 


Coste o£ Goods? Sold aac, stasis caneneretete is cet peeies ote Prt oe aici rae a Tee 


GTOSSEEE TONGS com tere Cece cb cleats tee Co Ue DAInE eee Ree ee eer 


The first section of any profit and loss statement is, 
therefore, one which gives the gross profit, and from this 
figure must be deducted the expenses, the result being 
the net operating profit. It is clear that this may not be 
the total net profit of the business as a whole, since there 
may be other forms of income than that derived from the 
sale of goods. Interest may be received, and purchase 
discounts may be taken. These are both items of income, 
strietly connected with the business, which cannot be 
classified as income from sales. Therefore, to the net 
operating profit (or prime operating profit) is added the 
other income, and from the resulting total is deducted 
the sundry income charges, such as interest paid, sales 
discounts allowed, ete. These are items which must be 
taken into consideration before the net profit for the 
period can be obtained, and yet they cannot be classified 
as either selling, administration, or general expenses. 
They are often referred to as financial items. 
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EXxpENSsE CLASSIFICATION 


The expenses may be classified by the objects of ex- 
penditure, one group of expense accounts being used for 
the business as a whole. Such a method of classifying 
expenses might yield the following subaccounts : 


Salaries. 

Wages. 

Supplies Used. 

Heat and Light. 

Rent. 

Depreciation of Equipment. 
Sundry Expenses. 


The chart shown in Figure 52 illustrates graphically 
the system of proprietorship accounts classified accord- 
ing to such a plan. 

The defects of this sort of classification are obvious. 
Efficiency in operation cannot be obtained when the ac- 
counts are classified only according to objects of expendi- 
ture, neglecting the various departmental lines. The 
manager wishes to know the reasons for high or low 
expenses. He wants to give credit to the departmental 
manager who operates on minimum expense and to cen- 
sure that one whose expenses are too high. 

Nearly every business is made up of certain broad 
functions. Thus, in the ordinary trading concern the 
purely merchandise operations are recorded in the Trad- 
ing Account, and the expenses naturally classify them- 
selves under the three heads of 


1. Selling. 
2. Administration. 
3. General. 
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PROPRIETOR’S 
ACCOUNT 


SURPLUS OR 
DEFICIT 


PROFIT AND \vcasexssse Winery 
e 


ALLOCATION 


WITH- 
DRAWALS 
PROFIT 
AND 
LOSS 
(0) 
EXPENSE 


20 


DEPRE- 
AD ok CIATION 


Fig. 52.—Chart Showing Classification of Expense Accounts According to 


15 Objects of Expenditure 
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As subaccounts to Selling Expense, the following 
might appear: 


Salaries of Salesmen. 

Expenses of Salesmen. 

Advertising Purchased. 

Shipping Expenses. 

Telephone, Telegraph, and Postage. 
Heat and Light for Salesroom. 
Depreciation of Sales Office Equipment. 
Miscellaneous Sales Expense. 


Administration Expenses include all the costs of admin- 
istration, such as 


Salaries of Officers. 

Salaries of Clerical Help. 

Office Supplies Used. 

Telephone, Telegraph, and Postage. 
Heat and Light of Office. 
Depreciation of Office Equipment. 
Miscellaneous Expense. 


Under the heading of General Expense are included 
the various items which cannot be classified as items of 
either sales or administration. 

Such a classification of expense accounts as this is 
illustrated in Figure 53. Under this scheme it will be 
seen that the expense accounts assume a somewhat differ- 
ent function from that which they assumed when the 
classification was only by objects of expenditure. The 
total selling cost as distinguished from the administra- 
tion expense may be obtained by properly grouping the 
several subaccounts. The general scheme of classified 
expense accounts having been developed, the funda- 
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PROPRIETORSHIP 


SURPLUS 
OR 
DEFICIT 


PROFIT 
AND LOSS 


« 
PURCHAS. 
ETC. ING Dis. 
COUNTS 


(a) je 
OO BOOA@QGQSOSESOOQE 


Fig. 53.—Chart Showing Common Classification of Expense Accounts 
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mental construction of the profit and loss statement may 
be considered. 


Prorit AND Loss STATEMENT 


When a trial balance is taken from the General Ledger, 
the balances of all the classified expense accounts appear 


SKELETON OF TRADING AND PROFIT AND LOSS STATEMENT 


Trading 
Sales during period $--- ,-- 


Inventory beginning of period $---.-- 
Purchases during yeriod’— "wn ee 


Deduct-Inventory end of period = j= -#,== 
Cost of goods sold during perioQ@ mmm few 
Gross profit for period $--- .-- 


Expenses 
Selling Costs of perioa $-e- ,-- 
Administration Costs of period Sdehell heed 
Total Selling and Admini stration Costs wee te 
Prime Operating Profit $--- 22° 


Financial 


Other Income of period. 


Charges to Income of period 2 2 wee pew 


Wet Profit for perica $--- 
Fig. 54.—Model Statement Form 


thereon and are used as a basis for the construction of 
the profit and loss statement. We have seen that the 
Profit and Loss Account may have three subaccounts, viz. : 


bo 
bo 
Cc 
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Trading Account. 
Operating Expense Account. 
Financial Expense and Income Account. 


it is natural, therefore, that the profit and loss state- 
ment should follow these general divisional lines: the 
first section of the profit and loss statement, consisting 
of the trading items, the second section of the operating 
expense, and the third section of the financial income and 
expense items. 

The skeleton form of a profit and loss statement such 
as has been explained in the foregoing paragraphs is 
given in Figure 54. For the present this may be re- 
garded as a standard form, since all profit and loss state- 
ments are based upon this fundamental plan. 

Sales during the period are the net sales after all re- 
turns of merchandise by customers have been deducted. 
It is sometimes desirable to show the gross sales for the 
period and the net sales in order that the amount of cus- 
tomers’ returns may be compared for consecutive periods. 
As a subaccount to the Trading Account there may be 
carried a Returned Sales Account. Instead of charging 
Sales and crediting Accounts Receivable for returned 
goods, the entry may be 


ROLUITN CCS ALS sere fersioke are taverns era's 651 auth euenars, sc'ele. rer stehelereren Be ere atts 
ACCOUNTS Me WECELVAD LO s nrcertcie siete Hieiemsieterel ciel eiorete cenietam rere gers 
For merchandise returned 
by customers 


On the trading statement the balance of returned sales 
will be deducted from gross sales to obtain the figure rep- 
resenting net sales. 

Guided by the skeleton form of the profit and loss state- 
ment in Figure 54, we may construct a model profit and 
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loss statement (Figure 55) in detail form from the follow- 


ing trial balance accounts: 


SECTION OF BLANK COMPANY’S TRIAL BALANCE 


DECEMBER 31, 191— 


Debit 

Ota Bl OBiesrs ste craictscwispaie pie anersi tetas eto, efareeetsl snr sie 
Returned Sales and Allowances...........+---eees $ 200.00 
EGUUNCLLA BOS Earn agesees halter er asict (13 ro evels Ls iste ete rele’ a) ene teislaiie sake aneie 73,000.00 
Inventory of Merchandise, Jan. 1, 191—.......... 15,000.00 
Salaries—-Sales Dept: ta weissinci «rosie bicte ts% ols om Os 7,000.00 

Al Advertising Dep tees 2 ope matedin te acne eis 4,800.00 

of Generale Omce sia, one ees re nies eae 11,500.00 
Traveling Hxpense—Sales Dept................-..- 3,000.00 


Telephone, Telegrams, and Postage—Sales Dept.... 700.00 
Telephone, Telegrams, and Postage—Advertising 


SPUN crayetersctst encore toy uecekeveve aca siobe Ta Sie leche! ote atereteas 450.00 
Telephone, Telegrams, and Postage—General Office.. 1,500.00 
Depreciation—Sales Office Equipment.............. 200.00 

oe Advertising Office Equipment........ 350.00 
oS General Office Equipment............ 500.00 
Biippings Uspense sy. ncay misses sheteiaicisie asses sh acra 1,500.00 
hight and Heat—Sales Dept...................... 700.00 
Cv Sa a AGVErbisings -Deptictsyissaetteree et 500.00 
CO er IN Generale Oticetsras eras sia cpa toe 2,500.00 
Miscellaneous Sales Dept. Expense...............-,4 500.00 
es Advertising Dept. Expense........... 300.00 
se General Office Mita. sc nearer cr enantveles 1,500.00 
Advyertisings Purchased... 21. ssicc aes seine eects 10,000.00 
Supplies Used—General Office...................4. 2,500.00 
PUTCHASOMOISCOUNUS, severe rerenele athe tereveieralelete er aitieterscciess 
HT NLENSSUmILECELV ECan erantoteelals'tpiale l= tatencra telrieleiterstauntsteneietens 
MiscellanGous= ENCOMG).)50\e «1s0/eiceate my aicteles sielstermmanictcre 
ASUUA COM etite, skeiniateote sere tabsyomictleisreheieelaersierere aeactels 800.00 
PR ERCSMs elevaia ecia «cos slersioistatstalatentisaresseietelonemteteletarereraiele . 700.00 
PVILELES LIS ALG sy oxstoi sie oretarereieve elle aisielefarsieralslcfereiersteer cteteas 100.00 
Sales Discounts......... Patore a Wercatayesciniaonatere rata 200.00 
Bade DOD UB repctacs ities sc 's lege srousce anetenaicts Muctette eb eters 300.00 
Surplos<pAdjustment: Account.o. soo. see cic sintsials cists 1,800.00 
Surplis anit 19 1... 2.5. ravcasn elste nat ctare ers tere uci cate 


Credit 


$133,300.00 


200.00 
300.00 
100.00 


85,000.00 


Note.—The Merehandise Inventory Dec. 31, 191—, equals $14,000.00. 
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MODEL 


INCOME AND PROFIT AND LOSS STATEMENT -- BLANK COMPANY 
Year Ending December 31, 191_ 


Trading 
Total Sales 201 00ecseecgecsscccenss0eessscessees o04 so 00ee $53 500000 
Deduct--Returned Salos and Allowances .i.sscesee pees scces 200.00 


GrOSS -LNGOMG sy s1c'elo\e\els sigsielslaie slaieleleieieieisisleiejeieliaisisl ane aus sien «islet ates eLOopLOOs00 
Inventory of Merchandise, Jan.1,191_ .o..sesseees ous nos ore $l5 3000.00 
Purchases during perlod occosssescseccccrecsecese os ee eee oe, 753000200 
Deduct--Invent. f Merchandise, Dec.31,191 ae 
uct--Inventory of Merchandise, Dec. Hane 2000. 
Cas ESOL GoG AU SOLA gears cis cenee nner Con cic Ieee OT ea SEES oe FOU ROD! 
Gross Profit sesacenaccesccvccccsccccngncencsessscsosscsecseg 59,100.00 


Selling Costs 
Salerdes cecscsciecccccecsossercscssacccscscsscacey 13000200 
Traveling Expense cevsececccccsercevevcsesecscescse 59000200 
Telephones, Telegrams, and Postage sessossceseeece 700.00 
Depreciation--Sales Office Equipment ........ 
Shipping Expense ...ccescvvesececrce 
Light and Heat--Sales secssssccsecssccssscessesees 700.00 
Miscellaneous--Sales sssccccccrsscvcccsccccsscveos 500.00 
Advertising Purchased sescerecccccscccsccesceeses el0, 000.00 
Advertising Depb. Salaries secssecssescssescesressss 4,800.00 
Advertising--Telephones,Telegrams,and Postage .... 450.00 
Depreciation--Advertising Office Equipment ....... 350.00 
Light and Heat--Advertising srssccesccereccccseves 500.00 
Miscellaneous--Advortising ssvssecccssevecsrsscece 300.00 
TotaluSelling Cost ao sas a ssineie Sante © (sisi tiae eisiaisinlslole sae £509 0006 OOF 


Administration Costs 
Salaries--General Off1cOsssccscesssrercessessecee $l 4500.00 
Supplies--General OFTICO .srceresrervevvervrecesere 2600.00 
Postage,Telephones, and Telegrams--General Office 1,600.00 
Light and Heat--General OFfl ce... cecespeeveveesres Ly 000.00 
Depreciation--Office Equipment....yesesreeeeesevos 500.00 
Miscellaneous--General Office Expense......+++s+++ 1,500.00 
Total Administration CostS cesesessesreeveveveeraseves 120,000.00 
Total Selling and Administration Costs......+.+.+. te weteer ees 660,000 02 
Prime Operating Profit Preece tener erent resent ereserseseeone § 9,100.00 


Other Income 
Purchase Discounts .s.cersarerrccctersvccesvecrdevvecserecrsres S200000 
Interest ROCOLVEd secesevevesesnerercccessesvevessssscssreraces 500,00 
Mis@ellaneouB sosssscccccrecreveccerresersseceoceserresecsrevsee 100,00 
Total Other INCOMG seseesesoeevevsvererenschs ats eerssenes 600.00 


$9,700.00 


1 
Charges to Income 

SaLOSUDLS COUNT Basle: cn'e(s 619 vias!» s¥ele;s) cieveveieielsie.a bes 61s aerate areieleaer asian OOS OO, 
Interest PAld cesessccssecverccsserecsvsvescsvesessetsssevess 100,00 
INSBUPANCH coveeeverseccereessssnysssere 
TAXES oesserecevecerresessrererssesseorre 

Bad Devote ceeeeecscvcoenrecescescverese rere reser setters sre wens 300.00 
Total Charges to Income aleiislsiasissie sh caciaale ene ees decd nacional OU 
Not Proflt for Yoar wicsrecescoscsrssesevnrstesscescessces re? 9600300 


Surplus E pages ae y : 
Balance Sheet Surplus, Jan.l,191_.serecessceseceereevens sess $859 000.00 


Deduct--Debit Balance of Surplus Adjustment Account .....-+.+,2,800,00 83,200.00 
Be eNO 00 


‘Balance Sheet Surplus, Dee.31,101_ sssecccccusevcestetccecsececcssecee sey $907800.00 
x = ig 5 == 


Fig. 55.—Statement for a Merchandising Organization 
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Y 


Tt will be noted that the company whose profit and 
loss statement is given in Figure 55 purchases all the 
merchandise which it later resells at a profit. Let us 


MODEL 


INCOME AND PROFIT AND LOSS STATEMENT--BLANK COMPANY 
Year Ending Dec.S1, 191_ 


Trading 
Total SAlCB sercececcceccccsececcnccsccsrvescssctocecssessessse o$155 3500.00 
Deduct--Returned Sales and Allowances.. [exe] 
Gross Income .e-csocccccereesoceece sic sisiistasislsiele wiep1 519100 600 
Inventory of Merchandize, Jan.1, 1O1_ saseseesseccecseccesseeee eS 15,000.00 
Goods Manufactured during Peri0d eeccverecceceserecesssceesesser 15,000.00 
3 65,000.00 


Deduct--Inventory of Morchandise, Dec-S1, 191_ eesseseveceeseves 14,000.00 
Cost Of Goods SOld ccccecrcccacsecsccccscecsvererees tise Bis siviclsio's elele 74,900.00 
GrOSEUProL at, wcis civics cleleielcisisiisic otielaicielsieisia slate sieisinie siceeeaiseitestsis ea PURO O g LOO DOO 
Selling Costs 
SALAPLED ave sciescpecocsviesees ss sacapeeevace seseceee$ 7,000.00 
Bifee cies S 4000.00: 


Traveling EXPenSe cecececscoessssrececs 
Telephones, Telegrams, and Postage .... se eeeeeeoe 700.00 


Depreciation--Sales Office Equipment .. eeeeeee 200.00 
Shipping EXPOnSS cecceseeeessesereseescssse ceveeee 1,500.00 
Light and Heat--Sales .-.-+eeee cee 700.00 
Miscellaneous--Sales weeeves Veevevevevevervvereve 500.00 


Advertising Purchased ....+.- eee eeeeees 10,000.00 
Advertising Dept. Salarles seceeseee 4,800.00 
Advertising--Telephones, ee tere Postage oe 450.00 
Depreciation--Advertising Office Equipment .++sseseree 350.00 


Light and Heat--Advertising ocrcrcescccsevessccsesores 500.00 
Miscellaneous--Advertising «.+- Pec eccceesacecccce 300.00 
Total Selling Cost cececccsccecvescvvcsscccsccsessovcdcccess $50,000.00 
Administration Costs 
‘Salaries--General OfPIce oseccevcercorssesscecesevesee$ll 500.00 


Supplies--General Office s-crcccccece es eccece 2,500.00 
Postage, Telephones, Telegrams--Generel Office 1,500.00 
Light and Heat--General Office sess. eee 2,500.00 
Depreciation--Office Equipment ..-sereccsseceveceeres 500.00 


‘Miscellaneous General Office Expense o-seecseseveseee 1,500.00 
Total Administration COStS .-secrocecceccececscccsccescsccece 20,000.00 
Total Selling and Administration Costs ....... ote eccecccce 50,000.00 


Prime Operating Profits vcs cis esis. ens ccidneewalaes cmeusisuivismwar ences $795,100.00 
Other Income 
Purchase Discounts .-- cece ceccctecccrccens $200.00 
Interest Received . Cece cceccccccrcccces 300.00 
MiscellanGoOus...crccccccecssescrccccvcccscccccesessssesssvcccscece 100.00 
Mota TT OCHO IThc onie Merciescloioterioterealetelslelae/ovciele <ialelerecafereieisisiclaratsio=) s/s aamnnnananE 600.00 


2,700.00 


Charges to Income 
Sales DAsCOUNtS sessrsereescecerssrcccrvsrescescseteccsesceeserese $200.00 
. Interest Paid coscoscccesees . 100.00 
“Insurance eecseercees . 800 .00 


TaKeS .ee., eee . 700.00 
Bad DEdts cecccececescecescerescssoescscvesvesessoree 300.00 
2) Total Charges to Income cecevecsecccccccccsescscsceces covcececeve 2,100.00 


Net Profit Lor Year soescecdcosrvecevesccccrecsecsccccscccereose $7,G00s007 
Surplus ‘ ’ 


Balance Sheet Surplus, Jan-1, 191 _ .s..+ssecsessececcceccccseses $85,000.00 
Deduct--Debit Balance of Surplus Adjustment Account «..cececsees 1,800.00 
83,200.00 


Balance Sheet Surplus, Det.S1, 191_ cecceserscvsecerecscescesrecevnsensee cece $30-800200 
——S— 


Fic. 56.—Statement for a Manufacturing Organization 
Compare with Fig. 55. 


suppose that instead of purchasing the goods it acquired 
the factory which made them. The two organizations 
would then be separate units under one ownership. The 
factory would make the goods, and the wholesale house 
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would handle them. The only difference that would nec- 
essarily be made in the profit and loss statement would 
be to change the trading section, eliminating the word 
‘‘purchases’’ and substituting ‘‘goods manufactured.”’ 
This revised statement is shown in Figure 56. 


MANUFACTURING STATEMENT 


The managers and owners would, doubtless, be inter- 
ested in knowing the detailed costs of producing the 


Production Costs 


Inventory of Raw Materials, Jan.1,191_ ...... $ 9,000.00 
Purchases, Including In-Freight......7....+-- 41,000.00 
$50,000.00 
Deduct--Inventory, Deo.31, 191 seesseeveeee 10.000 .00 
Materiale Put in Process «.-+.sss. Giplwiai#isfeiein's Wialalowia Sisinia elas, $40,000.00 
Inventory of Supplies,Jan.1,191_ ..-+-+++..-.- 190.00 
Purchases, Including tn-Freight~ ececcseccccce 1,520.00 
5 : 
Deduct--Inventory, Dec.31, 191 _e-eerseeeeees 210.00 
Suppl16s Used sscscsscscsossccsescesescscvessessccssese 1,300.00 
Productive Labor sesseaseeceee seeeee sees 17.700.00 
Prime Cost «++... ccccee ecleniere evccesccssecce $59,000.00 
Non-Productive Labor «.seserseseee C $2,400.00 
Salaries, Chargeable to Factory «.+--«. eeee 2,200.00 
POWOF cove ecccccesrccccssevsesccccesssresssecsssscrecees 2,100.00 
Light and Heat, Chargeable to Factory eee 1,500.00 
Depreciation--Machinery «.+eccessscces 500.00 
Repairs and Maintenance--Machinery ... seee 950.00 
Deprectation--Bulldingsevewrssccsccccsesccceressccevces 400.00 
Repairs and Maintenance--Buildings ..... eeeeee 800.00 
Depreciation--Factory oe Equipment ..« . 150.00 
Miscellaneous s.seccssvecsscsecssece deeeee . 1,000.00 
Factory Expense eccceeesesessece Cece eccccrercceccrccscccscces 12,000.00 
Cost of Manufacturing ee cccccoece ececcccccccccecce $71,000.00 
Inventory of Work in Process, Jan- 1, 191 sscceesseees $8,000.00 
Deduct--Inventory of Work in Process Dec. Sl, 191_ .eeee 6,000.00 _2,000.00 
Cost of Goods Manufactured ..scccsccccsccscccccssence $73,000.00 


Fig. 57.—Manufacturing Statement 


Compare with Fig. 56. 


goods. This would amount to an analysis of the item, 
‘‘voods manufactured during the period, $73,000.00.’’ 
Such an analysis could take the form of a supplementary 
statement as shown in Figure 57. This supplementary 
statement shows in great detail the cost of manufactur- 
ing the goods which were turned over to the wholesale 
department for selling. 

It might be desired to incorporate this information in 
the profit and loss statement itself, and this could easily 
be done by striking out the item ‘‘goods manufactured 


234 . Principles of Accounting 


MODEL 
MANUPACTORING, TRADING, AND PROFIT AND LOSS STATEMENT--BLANK COMPANT 
Year Ending Dec.51l, 191_ 


recite $133,300.00 
Total SALOS pececivvereaccenrsecssaraetsserusereuse c oor ate 


Deduct--Returned Sales and ALLOWANCES «reserecereressserccers 


$153,160.00 
Inventory of Merchandise, Jan.l, 191_ qerssseeceeeserecercsreserae $ 15,000.00 
Inventory of Raw Materials, 
Jan.1, 191_ -+-+-- aseee$ 9,000.00 
Purchases. of Raw Materials; ~« ad 999.90 
"¥50,000-00 7,000. 


Deduct--Inventory of Raw 
Materials, Dec.31,191_ «-- 10,000.00 
Materfais Put in prose ee eseeeseeevers $40,000.00 
Inventory of Supplies, 
Jan.l, 191_ SER atte cat 190.00 
hases of Su es 
Fare ia 1,520.00 


Jan-l, 191 eeeee ° 
Saris $1, 510.00- 
Deduct--Inventory of 
Supplies, Dec.31,191_ -- 210.00 


Supplies Used --.+++ pectene 1,300.00 
Productive Laber «++ seseeceee 17,700.00 
Prime Cost «.+e+- sept peestessewesess $59,000.00 
Non-Productive Labor «sessoeeee «+ § 2,400.00 
Salaries, Chargeable to Faotory .-.--- 2,200.00 
POWEL cecccvcrecsccsccsccecsoesesccsee 2,100.00 
Light and Heat, Chargeable to Factory. 1,500.00 


Depreciation--Machinery «serreereereree 600.00 
Repairs and Maintenance--Machinery ... 950.00 
Deprecitation--Bulldings eseerereserere 400.00 
Repairs and Naintenence--Buildings ... 806.00 
Depreciation--Factory Office Equipment 150,00 


acer 1,000.00 


Miscellaneous «.++e+r- 

Factory Expense 

Cost of Man 

Inventory of Work in Process,Jan 1,191_ $8,000.00 
Deduct--Inventory of Work in Process, 

DecsS1, 191_ eeeeeeeeeve 

Add--Decrease in Inventory -- 

Cost of Goods Manufactured 


Deduct--Inventory of Merchandise,Dec+51,191_ s.seeseeeseeeseecesee 14,000.00 
Cost Of Goods SOLA seeeeereereerceee oe 


Cross Profit eorerereeeres 


Selling Costs 
SALAr1OS cessevesccsesscccesecsensescesersseeeres 
Traveling Expense seeseceseserece reeeee 
Telephones, Telegrams, and Postage «.++++. 
Deprectation--Sales Office Equipdent . 
Shipping Expense .,. 
Light and Heat--Sal sees 
Miscellaneous--Sales ...ssse0- 
Advertising Purchased ...seceeereecess 
Advertising Dept-Salaries .-+.sss.ee . 
Advettising, Telephones, Telegrams and’ Postage, 
Depreciation of Advertising Office Equipment .,. 
Light and Heat--Advertising «-secccsecerccccscee 
Miscellaneous--Advertising «. 

Total Selling Cost «...+.- 

Administration Costs 

Salaries--General Office . 


see ereeces 


S oicje ee '0.sisieeleieieais este eisie$12.800-00. 


Supplies--General Office .--.+eee eecceecccgecoes 2,500.00 
Postage, Telephones, ana Telegrame--General, Office 1,500.00 
Light and Heat--General OF fice sesscceseceeseecees 2,500.00 
Depreciation--Office Equipment ........ 500,00 


Miscellaneous--General Office Expense . 1,500.00 

Total Administration Costs ..-.+.... sre2 30,000.00 
Total Selling and Administration Costs.. wee eteereeeeaeseses 50,000,00 
Prime Operating Profit .-.4iy : 


Other Income 
Purchase Discounts 22sec s.0vie'esesiesionecisices'ssivcipipcleciaswediecireaue'y 
Interest Received .......+ Perey 
Miscellancous «....ssseereeenee 
Total Other Income .....+.. 
Charges to Income 
Sales Discounts -.++.seeeeees 
Interest Paid ... 
Insurance 
Taxes .. oe ee eeree 
BAD DED Gcle.o\svisieleie'nie vip wicianele eta in avetere oi 
Total Charges to Income ...sseeseeeece 


Not Profit for the Year cesvececcvesasccccccccscvcvcvecces 


600.00 


OO 
Surplus sclsesiasinemith Te COUs 00. 


Balance Shoet Surplus, Jan+1,192_ -sseereeeseccveecerersceseveessses $85,000.00 


Deduct--Debit Balance of Surplus Adjustment Aecount... teeeedeceeeaes 1,800.00 


83 ,200. 
SS 


Balance Sheet Surplus, Dec.S1, 192 .. 


Fig. 58.—Complete Statement for Manufacturing Organization 
Compare with Figs. 56 and 57. 


Inventory of Paw 
Material, Jan.1, 192 
Purchases 


Inventory of Raw Material, 
Dec. 31, 192 
Supplies Used 
Produotive Labor 
Prime Cost _ 
Non-productive Labor 
Fectory Salaries 
Power 
Lisht and Heat-Factory 
Depreciation-Machinery 
Rep.& Maint.-Machinery 
Depreciation-Bulldings 
Rep.& Maint.-Buildings 
Depreciation-Office Equip. 
Miscellaneous 
Cost of Manufacturing 
Inventories,Jan.1, 192 
Work in Process 
Finished Ooode 
Gross Profit (red) 


Selling 
Salaries (Sales) 


Traveling Expense (Sales) 

[el.,Tel.,& Postage (Sales) 

Depreciation-Office Hquip. 
(Sales) sscccvesssssevee 


light and Heat (Sales) 
“Miscellaneous (Sales) 


“Shipping Expense 
advertising Purchesed 
Salaries (Adv.) 


Tel.,Tel.,& Postage (Adv.} 
Depreciation-Office Fquin. 
(AAV. Deccevcccevccccves 


Light and Heat(Adv.) 
Miscellaneous (Adv.) 
Selling Cost 


Administration 


Saleries 

Supplies 
Tel.,Tel.,& Postage 
Light and Heat 


Depreciation-Office Fouip.. 


Miscellaneous 
3 Administration Cost 
Operating Profit (red) 


Sales Discounts 
Interest Paid 
Insurance 
Taxes 
Bad Debts 
Charges to Income 
Net Profit for year (red) 


Surplus Adjustments 
Surplus,Dec- 31, 191, 
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MODEL 


PROFIT AND LOSS STATEMENT -- BLANK COMPARY 
Year Znding December 31, 191_ ; 


$ 9,000.00 
41,000.00 


$50,900.00 
10,000.00  %40,000.00 
1,300.00 
17,700.00 
$59, 000.90 
$ 2,400.00 
2,20C.00 
2,100.00 
1,500.00 
500.00 
950.00 
400.90 
690.00 
150.00 
00.00 12,000.0 
71,000.90 


8,900.00 
15,900.00 
69,100.00 


* $7,000.00 


$153,190. 9) 
Saar 30,000.00 
2,500.00 
1,500.00 


3,000.00 
700.00 


200.00 
700.00 
500.00 

1,500.00 
10,000.00 
4,800.00 
450.00 


350.00 
500.09 
300.00 


$11,500.00 


2,500.00 
500.00 


1,500.00 
20,000.00 


00.00% 
59 : 


8 1,400.60 
90,800.00 
$92,600.00 


Total Sales 

Deduct-Return & Allowance 
Gross Income 

Inventories, Dec 31, 192 


Work in Process 


Finished Goods 


Gross Profit 


Operating Profit 


Purchase Discounts £200.90 
Interest Received 300.00 
Miscellaneous 100.00, 


Other Income 


Net Profit for year 
Surplus, Jan 1, 191_ 


6,000 .00 
14,000.00 


$253,100.00 


59,100.09 


$59,109.00 


$ 9,100.00 


609 .00 


$_9,700.00 


"$ 7,600.00 
@5,000.00 


$95; 600.00_ 


Fig. 59.—Statement for Manufacturing Organization in Account Form 
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Fa. 60.—Statement for Manufacturing Organization in Somewhat Different 


Adpiaistration Oosts 


“Surplus 
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MODEL 
MANUPACTURING, TRADING, AND PROFIT AND LOSS STATEMENT --BLANK OCMPANY 
Year Eriding Dececber 31, 191__ 
Gross Income 
TOthl SaleB cevessceeesens reseteeoenteeee 
Deduct--Returned Sales and Allowarces . 
Ores INCOME sesesectecccereenrneerreces 


‘ production Costs 
\. Inventory of Raw Materials, 


$135,300.00 
290.00 
++ $235,100.00 


Janel, IL seiseoesacssserssecdvecseseveesns $ 9,000.00 
Purchases, Including In-Fretght «..ssecseseceseees oe 000,00 
> 


! Deduct--Inventory, Dec.31,192 
| Matertale Put in Process .....+ 


{ 

| Inventory of Supplies, Jan.1,L01__..etecperees eens 8 190-00) 
\ 

| Purchases Including In-Froight «.seceierseesessseess_1,320.00 | 


“Deduct--Inventory, Doc,31.191__ <seeereesesevsesees 210.00 


Supplies Used .. 


«+ 1,300.00 
Productivs Labor 


«+ + +17, 700.00 5 
+20 +e $69,000,00 


Prime COBL cisceesscscreeerserecsevasensee eres seetessesteres 


Non-Productive Labor weseseeecererenere 
Salaries Chargeeble to Factory ..... 

POWEL seseerececreseenesccsesstereees 
Light and Heat Chargeable to Factory 

Depreciation--Machinery e..eeseseeene 
Repairs and Maintenence--Machinery .. 
Depreciation--Buildings ...esscererss 
Repairs and Maintenance--Buildings .. 
Depreciation--Factory Office Equipmen 
Miscellaneous 


Factory EXpanse cccceccccsecessetosccoscsrevoasebeascersseccccses 212,000.00 
Coat of Mamfacturing ssssvcersredsnecdeceves vec shsecccece$ Tle 000.00 


Inventory of Work tn Process, Jan.1,191_......... -$8,000.00 


Deduct--inventory or Work in Process,Dec.31,191__ 000.00 $2,000.00 
Inventory of Finished Goods, Jan.1,191_— sss.sevenee $18°0007 007 000.00 

Deduct--Inventory of Finiehed Goods, Deos: 31,191_ es i 000.00 

Add--Decreases in Inventories} .....+- 

Cost to Produce Goods fold 

Grose Profit .siccserenseeersees 


1,000.00 


3,000.00 


Selling Coste 


Salaries sesecsere 


. 000.00 
Traveling Expense eeesesesssce 000.00 
Telephones, Telegrame, and Postage ... Snir 700.00 
Depreciation--Sales Office Equipment . 200.00 
Shipping Expense c.ceveserecersceveves + 1,500.00 
Light and Heat--Sales ...sseseve 700.00 
Miscellaneous--Sales ...seserevessee 500.00 | 
Advertising Purchased ....es+esue «+. 10,000.00 
Advertising Dept. Salaries ...... 5 ++. 4,800.00 
Advertising--Telephones,Telegrams,and Postage . 450.00 
Bepreciation--Advertising Office kquipment reicd 350.00 
Light and Heat--Advertising .. 500.00 
Miseell aneous--Advertising 300.00 


Total Selling Coat . 


Salaries--General Office ...+e.sseeees 
Supplies--General Office wessecsessees fe Siayotal 
Postage, Telephones and Telegrams--General. Office., 
Light and Heat--Genoral Off106 ..ecieeeesecvecene 
Depreciation--Office Equipment ....... 
Miscellaneous--General Office Expense). . 
Total Administration Costs ..... 
Total Selling and Administration 
Prime Operating Profit .....+ 


Othor Incone ry 
Purchase Discounts ...-e-eeeee 
Interost Received .+.ssecece 
Miscellanoous ....ecssseeee 

Total Other Incomes ... 

Charges to Income 
Sales Discounts ...eeesseeesevers 
Interest Paid . 
Insurance 


oe eeecee 


Total Charges to Income ...ss.esceveecere 
Net Profit for the Yoar .......-seseee- 


Balance Sheet Surplus, Jan.1,201_....- ec aceeeceeccs 
Deduct--Debit Balance of Surplus fa jusiment Aecount 


Balance Sheet Surplus,Deo.31,192 


Form 
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during the period, $73,000.00,”’ and putting in its place 
this entire manufacturing statement. (See Figure 58.) 

The reader should note that Figures 56 and 58 are the 
same except that one item, ‘‘goods manufactured during 
the period,’’ has been expanded so as to show the details 
composing it. Such a statement as the latter is known 
as a ‘‘manufacturing, trading, and profit and loss state- 
ment.’’ Very often such a statement does not look at all 
like the simple forms heretofore illustrated, but they are 
exactly the same in their fundamental] structure. 

A company that buys its goods is not interested in the 
cost of their production, but when it manufactures them, 
it should incorporate in the profit and loss statement a 
detailed statement of production costs. 

There are other standard forms of presenting such 
statements. Figures 59 and 60 show other arrangements 
of the same data which we have been using. The report 
form (Figures 58 and 60) is somewhat preferred because 
it can be typewritten more easily than the account form. 
Furthermore, it has the advantage of being more easily 
understood by the layman. 


BaLaNce SHEET AND Prorit anp Loss STATEMENT 


The profit and loss statement is equal in importance to 
the balance sheet. The latter is a snapshot of the assets, 
liabilities, and proprietorship of a business at a definite 
instant of time. The former shows the causes which have 
led up to that condition and bridges the gap between two 
suecessive balance sheets. The two exhibits are always 
considered together, and they form the two goals of the 
accountant. The one without the other is incomplete. | 
The balance sheet shows the condition of the business 
and reveals its solvency, but it does not show its profit- 
making ability. The profit and loss statement shows the 
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current profits and may show the functional efficiency of 
the business, but it does not show its condition at any 
definite time. 


Tur FuncrionaL IDEA 


We have seen that a profit and loss statement whether 
in account form'or in report form generally starts with 
‘‘oross earnings from sales.’’ This amount should in- 
elude only the income resulting from direct operation. 
A dry goods firm might make total sales of a million dol- 
lars and might have an additional income of $200,000.00 
from stocks and bonds which it owned. In the profit and 
loss statement, the income from its investments should 
not be merged with the figure representing gross sales. 
Here we have the functional idea very clearly illustrated. 
A house which has income from sales of merchandise and 
income from investments is engaged in two lines of busi- 
ness instead of one. The profits from its trading activi- 
ties should not be confused with the profits from its 
investments, otherwise the results of all activities would 
be obscured. This principle of ‘‘keeping separate’’ the 
various classes of income and expense is of fundamental 
importance. One engaged in two different lines of busi- - 
ness will desire to know the results of each of those lines 
independently. If he gets only a lump sum representing 
profit or loss in his total activities, he cannot know which 
business is profitable and which business is causing him a 
loss. 

An excellent illustration of this principle of ‘‘keeping 
separate’’ occurs in dairy farming. Until very recently 
the ordinary farmer was content to know whether his 
herd of cows as a whole gave him satisfactory returns. 
When the era of scientific farming began, it was discov- 
ered that a great difference exists between individual 
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cows. The dairy farmer today keeps a record for each 
cow. He charges each with her total costs and credits 
her for the total value of milk produced, and when he 
finds that the animal is not up to high standard, he dis- 
poses of her, the result being that his herd produces a 
very much greater total profit than under the old system. 
This same principle of efficiency has been applied in busi- 
ness for many years. A man engaged in two, three, or 
four lines of business figures their expenses and profits 
separately. 


Mopveu Form or STATEMENT 


Mr. A. Lowes Dickinson, a prominent certified public 
accountant, submitted the following model form of profit 
and loss statement to the St. Louis Congress of Account- 
ants in 1904: 


Grosse Maruness Proms Sales asmtsiteriseriersie shee clea Sihinaees 
Less—Returns, Allowances, and Discount......... ....... 


INGE ope) aeith) SEIS: GE ooh oaokin de Gocagacs oohoouonaonoor Fels ceseic 5 
Deduct—Cost of Production or Service.......cesescccsces seesens 


Grosse Proline erste stairs © si eovaretesiols efsieiniercom eis Parceers 
Deduct—Cost of. Selling miss <cisnie oiereleielels ater are Seas 
XPONSes ele MANACCMENE cs «stole creieielols cle sich eit ciniciaicie 7 mem stetsietaises 


INeteerotiterrome © peraions eee iis nino meer re aieieed ih Samaras 


Net merotbe trom Operations nici iret aclteloleste saree rater C Recrae 
(Oheiye AINE) Cyaan hos SoeaG0aoMGO NOVO ODD OROObGo oCoddcon Bitter stereie 


Deduct—Interest on Bonds.............+.-+00-. Binaiaysreieis 
Others Fixed u Char wes satscac 0 ste ete ayer ticlecslenelchobave aime lero] Che!< lea ohetotarctone 


Surplus for Year... .'.....22.2csseec cre ee rene nev swcecerecens Sis cawae 
Extraordinary Profits (detailed) ............+.sssesseeeesees eevee 
Surplus Brought Forward from preceding year...........-.6..  seeeeee 
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Deduct—Extraordinary Charges......--e+ccoccescssesess  ssecece 


otal’ Surplus "Available cewrs sce oi-cvelsrste eelm eter eiets ete erae sirens Sia cemees 
IDivyidendsS+OnStOCKS:: + sceleie eee, eateie a aes sete olde ieietetse iter otenets ar 


Surplus Carried Forward. .....0050. 50+ +3 e+ ns as somerset Poke ite 


This form has been rather generally adopted by 
accountants, although individual variations are only to 
be expected. While not absolutely necessary, it is always 
desirable to reconcile the figure representing net profits 
for a period with the surplus as shown by the balance 
sheet of the same period. This surplus figure will be 
fully accounted for in this way. The proper method of 
handling such a reconciliation on the profit and loss state- 
ment is to append a supplementary section, as has been 
shown in the previous ilustrations. 


TrapInc ACCOUNT 


There are many widely different opinions as to just 
what items should be included in the trading section of 
the profit and loss statement. Authorities differ on this 
subject more than on any other. Professor Henry Rand 
Hatfield’s standard work, Modern Accounting, speaks of 
the Trading Account as follows: ‘‘Ignoring variations 
and mere detail, two divergent customs are found. One 
includes in the Trading Account all the expenses con- 
nected with trafficking as distinct from the general ex- 
penses of management—the second and more rigid 
method excludes from the Trading Account all items ex- 
cept those representing the direct cost price and the net 
selling price of the goods handled; the balance then car- 
ried down is generally called gross trading profits.’’ 

Dr. Joseph J. Klein in his book on accounting includes 
all selling expenses in the. trading sections of his profit 
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MICHIGAN MANUFACTURING COMPANY 
MANUFACTURING, TRADING, AND PROFIT AND LOSS Stet ats 
Year ending May 31, 1910 
Income from Sales 


MObGIONS Bl eG vine cision svacaleswiseecdesiscceeuralssesicdaecaaceeve oa vicecrseteessriccesisssses mee OO eaS 
Cost of Goods Sold 
Prime Cost of Goods Finished during period 
A agp oe SI Materials, June 1, 
OD We vnnasiciin ese deen bossuacaeepdooornccned $ 27,214.41 
dd—Porchases slog vlelelse sie soegis so ose 106,634.12 
Freight, Express & Cartage iy tena sacicie 1,734.70 


$135,583.23 
Deduct—Inventory of Manufacturing Materials, 
May Si, UOLOswccedcscisccctsvcsssesoestecsss 51,959.53 § 84,224.66 


Purchases—Manufacturing Supplies.............-$ 1,631.09 
Less—Inventory of Manufacturing Supplies...... 200.00 1,431.09 


PLOGUCLION: GUADOL ssa cinsias slips seas sinaa@eninsieacinpesitebscesnsesmccr isle 63,842.23 


otal PIMS COstsccccccccccccsvosesccccesesscsvosccpocossocsssss SLA0,497 97 


Factory Expense 
INON=PPOGUCh VS) LUAVOLs sisjsieininiclninle sa sicie'c:sielasie'a olelniuivlole eisieiviaianisie siefacien UO MeN OW oc Oe 
Depreciation—Machinery and Equipment..... se eeesccceceve 1,234.49 
Repairs to Machinery..... aleiatatela iste ain tists’ oraieiste Dials aivlelbiaisve\sisislare 507.73 
Fuel Purchased............ seccccecee 5,554.82 
Deduct—Inventory, May Bie AIS OS eee ass 2,188.40 3,366.42 


EPRSUrANCO— TEX PETECsin\c\0/c:aisicls bix(eis)a/e «/nleiw’a & wlalule A)ujqtels\oihie\igiela elvielesis'e aisles 2,152.14 
WY, Gi eoure I ciixroreratavoisieptolerein visiaieialvisieleisioisiaieistelsie\siele(sieleielelsislaipielersiatvieine'a/ewienttr 140.53 


_3 9,394.81 


Total Manufacturing Cost for period......ssssecccccccessccesveceses $158,892.78 
Deduct—Inventory of Goods in Process, May 31, 1910...........- 1,820.00 


Manufacturing Cost of Goods Finished.......csccssecssesecscesseses $157,072.78 
Deduct—Inventory of Wimished Go00dS......sesecccssecececcscececes 3,210.00 


Manufacturing Cost of Goods Sold......ccccccsscceccccsecsccvessesses $103,862.78 153,862.78 


GDGSS ETOLIVG vieieis'4:014,'010 00 a10/0'p's'sisieio, slnicls 0/004 8)o ols edsiviele ch siainasieVialesivisslececisasn PaO Us ONiSGO 
Selling Expense 


AGOTIIEI NE cise elsnls a vialieibiois suis ¢/e's e's oalelon's eibisine(s.alsieinisleajainié(niein'clsis’e viele 378.58 
Administrative Expense ° 
Salarvies: weieccssiseces BUC ienle awaea Pela ceieie ace sex Oelpie eiblesiiaivic hel Chelmeia mmGI he Oe © 


Stationery and Office SAUD ties hs ae ceeues MORE TER ee 
Miscellaneous Office Expense. mess 
POStAGO ccccccevccccccccsevevevcesesecsvcvcccsvesaves vesecwes 264.42 


General Expense 
Stable ExpenseS.e.scesscesseseevevveseceessoecesseeersssoescsceces @ 1,679.89 


Total Selling, Administrative, and General Bxpense..,... $ 9,029.99 9,029.99 
$ 24,647.61 


Additional Income 
Miscellaneous Barnings.....ssssssesesevessesrseceerseeereresseee O y nae 
Interest Earned. Pa REPRE en aa, See coneae cones 463. 


Roa 
Noo 


Total Additional INncome.......sescceseccsscecccesccsesscssess © 3,269.51 3,269.51 


Total .crmecvcecacccarcrsccvvecccccsesevesccccscesosececcescccescssccaseoses $ 21,917.12 


Deductions from Income 
Taxes - ° Beonbaanoosede 9} 


Total Deductions from IncoMe.........seseeeceseveesesesese $ 16,388.68 1 


Net Profit for year ending May 31, 1910......sesscceseescceseseccsseere § 1 
Undivided Profits as per Balance Sheet.....ccsssccccececsesenevcevcvcveces 1 


Fig. 61.—TIllustration of the Profit and Loss Statement for the Problem 
Discussed in Chapter IV, pages 134 to 141 


16 Compare with Vig. 44. 
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‘and loss statements. Professor Wm. Morse Cole’s 
Accounts, Their Construction and Interpretation, does 
not follow any of the ordinary accounting practices. 
What most accountants would call the Trading Account, 
he designates as ‘‘Merchandise Account,’’ and in the 
Trading Account includes items of rent, wages, insurance, 
depreciation, advertising, losses from bad debts, and 
general expenses. 

In spite of the divergent opinions of certain eminent 
authorities, it would seem that the majority of account- 
ants favor the practice of including in the trading state- 
ment only those items representing the cost price and the 
net selling price of the goods sold. 


TREATMENT OF HiRRORS 


If errors should be made in an accounting period and 
certain items of income or expense should not be discov- 
ered until after the books had been closed, they should 
not be considered as the income or expense of the subse- 
quent period. The reason for this is clear. Hach 
accounting period must stand alone. A profit and loss 
statement for one period should include all income ap- 
plicable to that period and all expenses for which that 
period is responsible. If the income or expense of one 
period is treated as the income and expense of a subse- 
quent period, the results of both accounting periods will 
be wrong. The profits for one period will be understated 
and for the other period overstated by the same amount, 
and should the error involve a substantial sum, no just 
comparison can be made between the two periods. 

Should such omissions and errors be detected, the cor- 
rections should be made by means of charges or credits to 
the Surplus Account. If a $100.00 item of expense for 
one period is omitted, the profits for that period will be 


Proprietorship 243 


overstated and the final credit to the Surplus Account 
will be too large by $100.00. When the error is discov- 
ered, the correction should be made to the account in 
which the error is reflected—the Surplus Account. Even 
the best bookkeepers make such errors, and where they 
are likely to prove numerous, it is considered good prac- 
tice to open up a Surplus Adjustment Account, in which 
such correcting entries are assembled. The balance of 
the Surplus Adjustment Account is then transferred to 
the Surplus Account as one item. This prevents the Sur- 
plus Account, which is an important one, from being 
loaded up with a number of minor adjustments. 


MATERIALS AND SUPPLIES 


In a profit and loss statement it is customary to show 
the starting inventory, the net purchases, and the final 
inventory in order to arrive at the cost of materials and 
supplies used. This form is universally employed be- 
cause of its clearness. Where the Purchase Account is 
not kept, being replaced by a Materials Account—a con- 
trolling account over perpetual inventory records—it is 
necessary to restate the Materials Account in order to 
obtain the figures for the profit and loss statement. 

In a perpetual inventory system the controlling account 
is charged with purchases at cost and is credited with 
withdrawals of materials at cost. The balance of such 
an account is equivalent at all times to materials actually 
on hand. Figures 62 and 63 show the Raw Materials 
Account and the Supplies Account of the Blank Company. 
Postings are made to these accounts, in monthly totals, 
from the voucher register and the requisition journal. 

A. comparison of the profit and loss figures shown in 
Illustration 58 with these two accounts, will indicate the 
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Fig. 62.—Raw Materials Control Account 
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Fia. 63.—Supplies Control Account 
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method used where the perpetual inventory system is 
used. 
Prime Cost 


It is fairly well agreed among cost accountants that 
prime cost consists of direct materials and direct, or pro- 
ductive, labor. Direct supplies may also be included 
under certain conditions. The figure representing prime 
cost is an important one from the cost accountant’s view- 
point. Direct materials are those which are to be manu- 
factured into finished goods. Direct labor is that of the 
workmen who are actually engaged in the process of 
manufacturing. Direct supplies are those which are so 
intimately connected with the manufacturing process that 
they can be directly charged against a given job or order 
number. Non-productive labor is misnamed, since it is 
very often productive and the adjective ‘‘indirect’’ is 
much more appropriate. A superintendent is certainly 
engaged in productive work, but his salary is not a 
‘“direct’’ charge. 


MANUFACTURING EXPENSE 


Manufacturing expenses or ‘‘overhead’’ consist of the 
various items of expense which cannot be directly 
charged to a given job. In the ordinary factory most of 
the expenses are of this nature. Depreciation of plant, 
depreciation of machinery, heat and light, water, power, 
etc., may all be items of factory or overhead expense. 


Factory PRrorits 


Many accountants argue that if the factory is consid- 
ered a function, separate and distinct from other func- 
tions, it is entitled to a profit on the goods which it makes 
and turns over to another department to sell. If the 
factory should make an article at the cost of $1.50, the 
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current market price of which was $2.00, these account- 
ants argue that the factory should bill this article to the 
sales department at $2.00, thus making a factory profit of 
50 cents. This has good points to recommend it, since the 
total factory profit for a given accounting period will 
show the total amount which the concern has saved by 
manufacturing, instead of purchasing, its goods. 

The principal objection is that this procedure serves 
to anticipate profits. An article that is manufactured 
for $1.50 is transferred to the finished goods warehouse 
at $2.00 and appears in the inventory of finished goods at 
the same figure. The inventory, therefore, does not value 
goods at cost price, but at cost price plus the manufactur- 
ing profit. 

We have seen in Chapter V that merchandise must be 
valued at its actual cost to the going concern. ‘The taking 
of a factory profit is clearly improper from the stand- 
point of the business as a whole, since it is not in line 
with this principle of valuation. A company which in- 
sists on such a procedure may overcome this difficulty 
by setting up a reserve for an amount equal to the antici- 
pated profits on unsold goods. The author sees no reason 
why a factory profit should ever be recognized on the 
general books. The factory cost is always known from 
the manufacturing statement, the market price can easily 
be determined, and supplementary exhibits may be pre- 
pared to show what the factory profits would have been. 

It may, therefore, be stated without fear of successful 
contradiction that the best method is to book all finished 
goods at actual manufacturing cost. 


DEPRECIATION 


While the subject of depreciation will be more exten- 
sively treated in Chapter XII, it is well to state at this 
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point that depreciation of machinery, tools, factory equip- 
ment, factory fixtures, and factory buildings are costs 
and should be included in the manufacturing statement. 
They form part of the cost of production and should never 
be considered as deductions from profits. Many other- 
wise well-informed accountants fail to treat depreciation 
asacost. They set up a reserve for depreciation, which 
is in the nature of appropriated surplus—profits which 
have been set aside or ‘‘earmarked.’’ Depreciation has 
no reference whatever to profits and must be booked even 
if no profits should be made. It is as much an expense 
as coal which is burned under the boilers. 

Depreciation of general office equipment is an adminis- 
tration expense and should be so booked. Depreciation 
of sales office equipment is a selling expense and should 
be so treated. 


PurRcHASE AND SALES Discounts 


There is a lack of agreement between prominent 
accountants as to the proper treatment of purchase and 
sales discounts, one group claiming that a purchase dis- 
count is equivalent to a reduction in the cost of goods 
purchased, while others consider a purchase discount a 
financial gain due to the possession of ample capital. If 
the former viewpoint is adopted, merchandise purchases 
will be booked at the cost laid down at the purchaser’s 
warehouse, less the amount of purchase discount. In the 
former case they will be charged to the Purchases 
Account, less the amount of purchase discount. In the 
latter case they will be charged to the Purchases Account 
at the cost laid down in the warehouse. 

These two different viewpoints involve different treat- 
ments in the profit and loss statement. If the purchase 
discounts are regarded as reducing the cost of goods pur- 
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chased, then they will appear in the manufacturing or 
trading section of the profit and loss statement, but if 
they are regarded as items of ‘‘other income,’’ they will 
appear in the financial section of the profit and loss state- 
ment. In order to illustrate the difference in treatment 
let us assume two different concerns with the same profit 
and loss figures. It will be noted that Company A treats 
purchase discounts as a reduction in the cost of purchases, 
while Company B regards them as additional income. 


PROFIT & LOSS STATEMENT 5 oe PROFIT & LOSS STATEMENT 
A Company ; B Company 
Year ending Dec. 31, 1915 Year ending Dec. 31, 1915 
SALES ue eens ceisissivsive wan wnssiaslociesiacs $10,000.00 Sales ey stesileicts visiiss waselseatecisle@ eases $10,000.00 
Inventory 1/1/15.... $1,000.00 Inventory 1/1/15...... $1,000.00 
Purchases $8,000.00 PUPCNESCE | sane s vacclsse 8,000.00 
Less—Dis- eed 
counts.. 200.00 7,800.00 $9,000.00 
SSeS) SS Inventory 12/31/15.... 1,300.00 
$8,800.00 ee 
Inventory 12/31/15... 1,300.00 Cost of Goods Sold......s.sseeesee 7,700.00 
Cost of Goods Sold........cseesees 7,500.00 Gross)! Prot paws ascdesicteareceecets $ 2,300.00 
———_—_—_ Selling Expense........ $1,000.00 
GEOES UE TOLIC. « aictossa vis > sisieisise'eits s $ 2,500.00 Admin, Expense....... 800.00 1,809.00 
Selling Expense...... $1,000.00 —_—_—_- — 
Admin. Expense..... 800.00 1,800.00 $ 500.00 
$ 700.00 
Other Income Other Income 
TLOredt Diesicnisinsiescentisciionsiasice's SOLO OCs! Enterest 7. cei cmsgisetsiar $ 80.00 
————— Purchase Discounts.. 200.00 280.00 
$ 780.00 SEED 
ICOMOS]? CHALECS sc ciacissiecis els ciclsieec 200.00 $ 780.00 
Income Oharged......secccocscceves 200.00 
Net. Profit: for year... ...seccecees $ 580.00 —_——_~——. 
Surplas. 1/1 / TS cvivccnonsscdescssas 3,000.00 $ 580.00 
Supls STL PUG cecscccenwnescenaeve 8,000.00 
Surplus 12/31/15 $ 3,580.00 Te 
== “Surplad. 12/31/15... stedecccsssusiac $ 3,580.00 


The final net profit is the same whichever method of 
handling purchase discounts is adopted, but the ‘‘cost of 
goods sold’’ and ‘‘the gross profit’? for the two com- 
panies differ. 

The analysis of the nature of such discounts leads us 
inevitably to the conclusion that they are offered for the 
purpose of making prompt collections. A business offers 
a eash discount in order that its customers will remit 
promptly. As an inducement for promptness in making 
payment, the cash discount implies a need for money. 
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The value of its merchandise certainly cannot be depend- 
ent upon the quantity of working capital which a concern 
possesses. _ 

Consider the case of two concerns each buying a bill of 
merchandise amounting to $100.00. One is in strong 
financial condition, has sufficient funds to discount its 
bills, and takes advantage of the 2% discount offered. 
It, therefore, will book this merchandise at $98.00 (disre- 
garding incoming freight and drayage). The other is 
short of working capital and does not take the discount. 
It, therefore, books the same merchandise at $100.00. It 
is unreasonable to claim that the concern which is in 
strong financial condition should value its merchandise 
at a lower figure than the concern which is in straightened 
circumstances. The value of that merchandise to each is 
the same and should be booked at the same figure, namely 
$100.00. ‘The one in strong financial condition must con- 
sider the $2.00 discount as being income due to its posses- 
sion of adequate capital. It seems inevitable, therefore, 
that purchase discounts must be considered as ‘‘other 
income’’ rather’ than as a reduction of the purchase 
price. oes | 

Sales discounts to the seller are purchase discounts to 
the buyer. If the purchase discount must be regarded 
as ‘‘other income’’ which is financial in its nature, the 
same discount from the viewpoint of the seller must be 
considered as a financial cost and not as a deduction from 
sales. Sales discounts are offered for the purpose of 
making prompt collections and thus renewing the cash 
capital of the seller. It is an amount paid for the use of 
capital and is clearly the same kind of an item as interest 
paid and must be treated in the same way, namely, as a 
financial cost. 
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INSURANCE AND TAXES 


Just what disposition should be made of insurance and 
taxes on the profit and loss statement is sometimes rather 
puzzling. Many accountants argue that inasmuch as 
insurance is a cost incurred for the protection of capital, 
it would be an error to charge it as a manufacturing 
expense. They would treat expired insurance as a reduc- 
tion from income. Taxes are regarded in much the same 
way as a charge incurred because of the possession of 
capital, and not as a factor in the cost of manufacturing. 

Some accountants hold that these items should be 
treated as a manufacturing expense,:and it should be 
noted that this is the viewpoint of the cost accountant 
and the engineer, rather than the ordinary commercial 
accountant. The goal of the cost accountant, as has been 
so ably expressed by A. Hamilton Church, is to load all 
expenses on work in process ‘‘at the point of the tool.”’ 
The effect of this is to swell inventory values of finished 
and partly finished goods, and for this reason the auditor 
is inclined to look askance on such procedure. 

The disposition of such items as insurance and taxes 
must not be treated dogmatically; but as a general propo- 
sition it may be said that expired insurance premiums on 
raw materials and work in process may be Jegitimately 
treated as a manufacturing expense. Insurance on build- 
ings, machinery, and other fixed assets may be regarded 
as a financial cost and handled as a reduction of income. 
It is probably better practice to regard taxes as a redue- 
tion of income, i. e., a financial cost. 


Bap Dezpts 


Shall losses from bad debts be regarded as a sales 
expense, an administration expense, or a reduction from 
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income? The answer to this question will determine how 
the item is to be treated on the profit and loss statement. 
No definite answer can be given until we have definite 
information as to the responsibility for granting credit. 
If the sales department determines credits or if the credit 
department is subsidiary to the sales department, this 
item can be properly treated as a charge to the selling 
function. 

Usually the credit department is installed to act as a 
check upon the sales department, restricting its activities. 
The credit department’s function is to increase profits by 
reducing losses from bad debts, but if a credit depart- 
ment is so strict that it has no losses whatever, itis clearly 
evident it has not performed its functions properly. It 
has probably turned away desirable business. Theoret- 
ically, therefore, the credit department is engaged in 
increasing net results through a wise selection of cus- 
tomers. The credit department is usually superintended 
by the financial officer of the company, i. e., the treasurer 
or secretary, and since all his departmental expenses are 
treated as administration costs, it would seem proper to 
include losses from bad debts in the same category. There 
are also good arguments in favor of treating them as 
financial costs. 


CLOSING THE LEDGER 


At the end of each accounting period when the nominal 
accounts are to be closed out, it is convenient to have on 
the books a Trading Account, Profit and Loss Account, 
Income Account, and Profit and Loss Allocation Account 
and to make the closing entries to these summary accounts 
instead of to a general classified profit and loss 
account. By closing in sections the figures are preserved 
in the General Ledger itself in convenient form. This 
is more a matter of technique than of principle, but it is 


Proprietorship 253 


in line with modern practice. Many accountants con- 
sider it a waste of time actually to open these accounts 
and prefer to close all nominal items out into the Undi- 
vided Profits Account or the Surplus Account. An illus- 
tration of closing journal entries and the resulting 
general ledger accounts are shown in Figures 64 and 65. 


STATEMENT OF RECEIPTS AND DISBURSEMENTS 


A very careful distinction should be made between a 
profit and loss statement and a statement of cash receipts 
and disbursements. The latter is merely a classified rear- 
rangement of the Cash Book in statement form, showing 
all items of cash receipts classified according to their 
sources and cash disbursements classified according to 
their application, the balancing figure representing cash 
on hand at the end of the period. A statement of cash 
receipts and disbursements can in no way take the place 
of a profit and loss statement, since earnings and income 
received in cash during a certain period may be repre- 
sented by entirely different.figures. Liabilities incurred 
and liabilities paid would very seldom be equal in amount 
for a given accounting period. While a statement of cash 
receipts and disbursements is often desirable in connec- 
tion with an annual report, it can be considered as a mere 
formal rearrangement of the information contained in the 
Cash Book. 


Rarttroap INcoME STATEMENTS 


Railroad accounting is a distinct subject in itself, and 
itis not proposed to discuss it in this volume. The classi- 
fications and treatments are prescribed by the Interstate 
Commerce Commission, and a thorough familiarity with 
their regulations is essential to the man who desires to 
acquaint himself with this branch of accounting. 
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JOURNAL—BLANK COMPANY 
191.. ‘ 

Dec 81> Total Saleszne cas cece «ese ele ete wie ee cteue eit lo $133,300.00 
Merchandise—Inventory, Dec. 31, 191—...... 14,000.00 
Returned Sales and Allowances.......... se+eeseeses 
Merchandise—Inventory, Jan. 1, 191—... ......... 
PUPCHASES) Boiss o sh or shokene wie fouciohetotainta wale, © sls whomnersieiele Cieiees 
Dradinie ACCOUNT « ..7:* afew isc wiclels © tla eee Wielsliels o/>eialalata 

(Although from this journal entry only one 

posting to the Trading Account is required, 

it is customary actually to show all the 

details, as though they had been posted) 


ol) Trading Account—To (Close). sc\cisre nse sss so 59,100.00 
Selling ——Salaries i mac. cccje sisiaysiousters sistsiaieiclnl siisboto sis ieiaret 

f raveling VDPxXpepse?=./. .\cselaieic)lclsiele, | =< /elelvie le ote 

6 Tels Tel: ae POStage’., etete = > siamese intel 

oe Depreciation of Bquipment...... ..- 2... =. 

a Shipping: -Hixpense (22 is = 6. cise a= ale we oe iotele ge 

MK TAH Vand SUCa tea. toy erp ciensiehecshthe Me repetovenscotele 

ef MAsSceLAMEOUS Meatetac eeeres cae ele colere acetate lero ie ote 
Advertising) Purchased ge. totems) sioietete slo 1o1e mle lovale tel aire 

ce Depi—— Salaries aac csretape ya tetels ie sie eosin 

SS el Gel Clee e OSLAZE. wamereite helene 

ey Depreciation of Equip. ......... 

3 VACHE NAW BELO Ee cere tert stele er elstet= 

Miscellaneous ies co cede Micrel clic ele ot 
Administration—Satlaries © 4... «1 cai-tr-f</= sie tale eo) oie 

ss SUPP LLCS: Hes cis crsteret te We talons cletetere te tere 

ee Tele hel. wecsrPosta ges iran goiter tere 

= j OMe oh oes h V5 Pols eteh AS eye ase Sig aces 

Depreciation of Equipment ......... 
ee Miscellaneous Wi jaccsi-eleig | cisieasieie ante 
Profiitiand ons Account waniiecycreterisrereuetelsn telestenereiene 


Dec. 31 Profit and Loss Account—To Close........... 9,100.00 
Purchase! Discounts iin. cytes eiremeree ieee 200.00 

Interest GREceivied ps apcccusncts) povcienetolieteteseks ctaterelee 300.00 
Miscellaneous tite cue siecrs cna stevavelote ave Gitte verele 1 heat 100.00 

Sales wOiscoun ts ssasewe decheush ner teks oe ere 

UNGER RE MEAT Ea ma wei cl toraheialminvens(eceateie ert lece 

FMSULPAT Ce: Hes akets ease atone ra enataree aaa ieae there a 

TRAX OSHa i siateleteletorete sctess fotwerieterspere.ateneletonelane to 


ey 
oer eeeses 


SLeCSUurp lus: ACCOUNT ss mieseeie aris xis alete Os tela atoieue 1,800.00 


tem e we eee 


31 Income Account—To Close®................ 7,600.00 
SLIP LUG eA CCOUMME mene tencaeiaret aalaie eeen tae arene 


eee ewww we 


$ 200.06 
15,000.00 
73,000.00 
59,100.00 


7,000.00 
3,000.06 
700.00 
200.00 
1,500.00 
700.00 
500.00 
10,000.00 
4,800.00 


300.00 
11,500.00 
2,500.00 
1,500.00 
2,500.00 
500.00 
1,500.00 
9,100.00 


200.00 
100.00 
800.00 
700.00 
300.00 
7,600.00 


1,800.00 


7,600.00 


5° This amount might properly be closed into the Profit and Loss Allocation 
Account and from there to Surplus, but this step may be eliminated when there 


is no allocation to be made. 


Fig. 64.—Closing Journal Entries 
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31 
31 
31 
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Ret. Safes & Dec. 31 Gross Sales....(j) $183,300.00 
Allowances ....(j) $ 200.00 31 Mdse.—Iny. ...(j) 14,000.00 
Mdse.—Inv. ...(j) 15,000.00 —- 
Burchases eee) 73,000.00 
P, &L.—To Close(j) 59,100.00 

$147,300.00 


ProriTt AND LOSS ACCOUNT 


$147,300.00 


Dec. 31 Selling—Salaries (j) $ 7,000.00 


31 
31 


Traveling Pxp...(j) 
Selling—tT., T., & 

Pe attra (J) 

“«  Depn. Equip. (j) 

“ Ship’g Exp. (J) 

“« Lt. & Heat (Jj) 

“ Mise. Hp. (j) 

Adv. 

Ady.—Salaries ..(j) 

ME NS Ub ete (Gp) 

“© Depn. Equip. (j) 


“ Lt. & Heat... G) 
Wt MISCA. xarcts sits (j) 
Adm.—Salaries . (j) 
«Supplies ..(j) 


CO Neh Ma Dente S25 (af) 
“ “Lt. & Heat. (J) 
«  Depn.Hquip.(j) 
Sem MIS Coun cronsue coud) 
Income—To Close (j) 


3,000.00 


700.00 
200.00 
1,500.00 
700.00 
500.00 
10,000.00 
4,800.00 
450.00 
350.00 
500.00 
300.00 
11,500.00 
2,500.00 
1,500.00 
2,500.00 
500.00 
1,500.00 
9,100.00 


$59,100.00 


INcomMp ACCOUNT 


Dec.31 Trading Acct. 


..(j) $59,100.00 


$59,100.00 


Dec.31 Sales Discounts..(j) $ 200.00 | Dec.31 Profit’& Loss....(j) $9,100.00 
31 Interest Paid..... (J) 100.00 81 Purch. Dscts..... (j) 200.00 
SL LNSUPANCe es tl.) (j) 800.00 31 Interest Rec’d....(j) 300.00 
SL XESS. 8 deietereieiss (j) 700.00 31 Mise. Income ....(j) 100.00 
31 Bad Debts....... (j) 300.00 ee 

SI Surplus <....... -(j) 7,600.00 
$9,700.00 $9,700.00 

Surptus Account 

Dec. 31 Adjustments ...(j) $ 1,800.00 Jan. 1 Balance ...,....(j) $85,000.00 
34 Balance ...... ».-V_ 90,800.00 Dec. 31 Income a/c..... (j) 7,600.00 
$92,600.00 $92,600.00 
SAV Le a lANCee Greets) sielee V $90,800.00 


Fig. 65.—Ledger Accounts after Closing 
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INCOME STATEMENT—NORTHERN PACIFIC RATLWAY 


COMPANY 
For fiscal year ending June 30, 1912 
Revenue from Transportation 


ELH M oe ia ta An cian con Comedie Sa O'S $43 332,918.23 
PaSSeN OL. cs 5 sce ave lolesaiis s )a7 ene) +a. 001s aieetouals 17,278,812.52 
Other Revenue from Transportation..... 3,456,962.01 
MME PARR SOs Gmanip AG hOGpGodacn +O Codd an omemns 
Revenue from Operation Other Than Transportation....... 
Motal; Operating) Reventie.js.. + so. + «- -e1 siele siete 


Operating Expenses 
Maintenance of Way and Structures....$ 8,065,462.47 


Maintenance of Equipment............. 7,911,231.46 
Pratiic/ Ep ONS star./ateyonel ale storates Nexsistarsraters 1,127 ,233.05 
Transportation Hxpenses............... 21,601,477.48 
General Expenses............0.+0e0005 1,024,356.05 
MLOUBL se steke oie si asicie pani elonate ecsueds stot nie creiats wistanste aiter amare 
Net Operating Revenue.............-..0.----+- 


Outside Operations 
Sleeping, Parlor, Observation, Dining, and Café Cars 
ANG = hestaUran tsi. i) cicisleiinsiensisi ire syeke iets 


Total Nettie venue oni ete «cane ee ete stetereratcechclotactts ate 
TANCK a (A CCTUCG ciacis sicle uc lebe tales aisvsios lotebetoneteler tea let Susie ierete tone ie 


Operating SInCOme ieteettsis ct sticlcenenchac latte rier 
Other Income 
Dividends and Interest on Securities, In- 
terest on Deposits and Miscel- 


JANCOPS asses ietal cen eesha eras ote $ 2,705,981.83 

Rentals s Received sbi jeje «ieee so sisnrs ol aly eels 2,027,352.75 
HLITOMOL UE GUI MOM te alateierstateaiaie s sieie laoreet 607,094.46 
Totalic:.rciased « araioware sues +: dencvene/s eicehare tee icles 
GioOss BUN cOMean.ucanistay cielo ers elolatwlemnaervae siemens 

Deduct 

Rentals Paid .stasesteaesr crate wlaieta soins seers $ 561,149.26 
Interest on Funded Debt............... 6,665,090.00 
DivideNndsiOn, StOCK sa sjerers ses oncisie eicteeuatassiol 17,360,000.00 
MM Otab ass stsrass cu tn sneteres APB asc Shel eioseeiaeie cine ae 
Wetmincome. torvy Gat nner cen see eaten rere ite 


Fig. 66.—Railroad Income Statement 


$64,068,692.76 
844,139.13 


$64,912,331.89 


39,729,760.51 


$25,183,071.38 


441,802.83 


$25,624,874.21 


3,296,797.49 


$22,328,076.72 


5,340,429.04 


$27,668,505.76 


24,586,239.26 


$ 3,082,266.50 
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The first item to appear on the Income Statement (see 
Figure 66) of a railroad is revenue. ‘This is divided into 
‘Revenue from Transportation’? and ‘‘Revenue from 
Operation other than Transportation.’’ Revenue from 
Transportation is of three kinds: 


1. Freight revenue. 
2. Passenger revenue. 
3. Other revenue from transportation. 


From the Total Operating Revenue is deducted the 
Operating Expenses. Operating Expenses are consid- 
ered under five general heads: 


. Maintenance of Way and Structures. 
. Maintenance of Equipment. 

. Traffic Expenses. 

. Transportation Expenses. 

. General Expenses. 


OR co De 


The figure obtained by deducting Operating Expenses 
from Total Operating Revenue is designated as ‘‘net 
operating revenue’’ and to this is added Income from 
Outside Operations, such as ‘‘sleeping, parlor, observa- 
tion, dining, and cafe cars and restaurants,’’ giving the 
‘“Total Net Revenue.’’ Taxes are then deducted from 
this amount giving ‘‘ operating income”’ to which is added 
‘Other Income,’’ such as: 


1. Dividends and Interest on Securities, 
Interest or Deposits, Miscellaneous. 

2. Rentals Received. 

3. Hire of Equipment. 


The figure obtained from adding Other Income to Oper- 
ating Income may be called ‘‘Gross Income.’’ From 
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Gross Income will be deducted Rentals Paid and Interest 
on Funded Debt. 

The reader who is desirous of making further study 
of railroad accounting is advised to obtain a list of the 
various documents, bulletins, and rulings which have 
been published by the Interstate Commerce Commission. 
Such a list may be obtained from the Superintendent of 
Documents, Washington, D. C. 


TEST QUESTIONS 


1. In a primitive situation where only one proprietorship 
account is used, of what distinct elements may its balance be 
composed ? 

2. What are the elements of the trading account? 

3. What are the three common fcrms of proprietorship ? 

4. What are the elements of a partnership? 

5. What is the difference between capital and capital stock? 

6. Make two outlines or charts showing classification of pro- 
prietorship accounts. 

7. What is prime cost? 

8. What is the difference between a statement of profit and 
loss and a statement of receipts and disbursements? 


CHAPTER VIII 
PROPRIETORSHIP—Continued 


The most natural expense classification is according 
to objects of expenditure (Figure 52), but its usefulness 
is financial and limited to judgment of the efficiency and 
accuracy of purchasing. Such a scheme of expense 
accounts furnishes no guide as to the departmental or 
functional costs, no effective means of control—matters 
of vital importance under modern industrial conditions. 

Very few enterprises employ this classification rig- 
idly—they modify and functionalize it to some extent. 
Ordinarily the segregation of expense is under the gen- 
eral heads of 


1. Selling. . 
2. Administration. 
3. General. 


Each of these may control a group of classified sub- 
accounts. Thus postage occurs as a sales cost and also 
in the administration accounts. The reason is that post- 
age used for selling purposes should be kept distinct from 
postage ised for administrative purposes. There is no 
more reason for lumping them into one Postage Expense 
Account than there is for lumping all salaries and wages 
into one Salaries and Wages Account. It is not particu- 
larly important to know the total amount for postage in 
any one year, since the figure by itself means very little. 
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The postage should be charged to the functions benefitted 
by the postage. 

Then the total of all the expense accounts for a function 
may be compared with the results which it has achieved. 
Such information is of the highest value. The total 
amount spent for wages and salaries is of but mild inter- 
est, compared with the total expense of a function (iclud- 
ing salaries and wages). A profit and loss statement is 
valuable in so far as it gives illuminating information as 


CREDIT 
BUREAU 


COLLECTION 
BUREAU 


CLAIM 
DIVISION 
BOOKKEEPING 
DIVISION 
INSURANCE 
DIVISION. 


Fig. 67.—Organization Chart 


to the costs and results of the various functions of a busi- 
ness. A profit and loss statement giving purely statis- 
tical information such as the total spent for postage, the 
total spent for wages, the total spent for light and heat, 
etc., is not productive of efficiency in operation, and its 
usefulness is strictly limited. 

If the plan of functional classification is carried to its 
logical conclusion, as it has been in some of the larger 
industrial and municipal units, the result will be that a 
large number of detailed accounts will be installed under 
the general head of Expense. The classification will 
closely follow the organization plan of the business—first 
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by departments and then by departmental functions. 
Under each function are found the detail accounts for 


Salaries. 
Wages. 
Supplies Used. 
Maintenance. 
Miscellaneous. 


As an example of functional classification, we may con- 
sider the case of the treasury department of a large busi- © 
ness. An analysis of its organization might indicate the 
existence of various bureaus or functions as follows (see 
Figure 67): 


1. Credit Bureau. 

2. Collection Bureau. 

3. Paymasters Bureau. 

4. Chief Clerk. 
(a) Claim division. 
(b) Bookkeeping division. 
(ec) Insurance division. 


Then for each of these organization units will appear 
a set of expense accounts classified according to objects 
of expenditure. 


Treasury Department 

General Unapportioned Expense 
Salaries Account 
Supplies Used Account 
Maintenance Account 
Miscellaneous 

Credit Bureau Expense 
Salaries Account 
Supplies Used Account 
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Agency Service Used Account 
Traveling Expense Account 
Maintenance Account 
Miscellaneous 
Collection Bureau 
Salaries Account 
Traveling Expense Account 
Supplies Used Account 
Maintenance Account 
Miscellaneous 
Paymaster’s Bureau 
Salaries Account 
Private Car Expense Account 
Supplies Used Account 
Maintenance Account 
Miscellaneous 
Chief Clerk’s Bureau 
General (to be apportioned) 
Salaries Account 
Supplies Account 
Miscellaneous 
Claim Division 
Salaries Account 
Supplies Used Account 
Traveling Expense Account 
Maintenance Account 
Apportioned General Expense Account 
Bookkeeping Division 
Salaries Account 
Supplies Used Account 
Maintenance Account 
Apportioned General Expense Account 
Miscellaneous 
Insurance Division 
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Salaries Account 

Traveling Expense Account 

Supplies Used Account 

Maintenance Account 

Apportioned General Expense Account 
Miscellaneous 


By proper combination of such detailed information 
units it is possible to obtain costs 


1. For the Treasury Department as a whole. 
2. For the various functions. 
3. By objects of expenditure. 


From accounts on this basis detailed functional reports 
in comparative form may be prepared and shown to the 
bureau chiefs. Nothing brings efficiency quite so quickly 
as the enforcement of responsibility for results by means 
of prompt detailed functional reports whose accuracy is 
checked by general ledger control. This is particularly 
true when the figures can be reduced to a ‘‘unit-cost’’ 
basis. When each department, or subdepartment, head 
understands that his performance is a matter of record, 
he has an incentive to strive for larger results. The gen- 
eral plan of functional expense classification will be 
observed in Figure 68. 


GENERAL LEDGER ConTROL 


Of course, all these detailed accounts will not appear 
in the General Ledger. Instead they will be kept in sub- 
sidiary ledgers controlled by general ledger accounts. 
Thus, in the foregoing example, the general ledger con- 
trol might be the Treasury Department Expense Account, 
all the subordinate accounts being kept in a Treasury 
Department Expense Ledger. 
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Fie. 68.—Chart Illustrating Functional Classification of Accounts 
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Or the General Ledger might contain the following 
accounts : 


Treasury Department Unapportioned Expense. 
Credit Bureau Expense. 
Collection Bureau Expense. 
Paymaster’s Bureau Expense. 
Chief Clerk’s Bureau Expense. 


Each of these would be a controlling account over a 
subsidiary ledger. As a matter of fact, each summary 
heading is in the nature of a control over the details com- 
posing it. 

In spite of this seeming complexity no particular diffi- 
eulty or additional labor is to be feared in the bookkeep- 
ing work. It is as easy to charge a detailed account as 
a general account, and the controlling account receives 
its postings in columnar totals at the end of the period in 
the regular way. 


APPORTIONMENT ACCOUNTS 


Obviously some items of expenditure are of such a 
nature that they cannot be charged direct to a detailed 
account. Where an employee divides his time between 
two or more functions, it has been found best to charge 
his salary to a departmental apportionment account and 
then distribute it, at the end of the period, to the various 
subaccounts. The basis of distribution might be arbi- 
trary or determined from his Time Report, showing the 
time he spent working for the various functions. An illus- 
tration of such an item is the chief clerk’s salary in the 
classification illustrated. It might be charged to the first 
aecount under ‘‘General (to be apportioned) ’’ and later 
distributed over the Claim, Bookkeeping, and Insurance 
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divisions in proportion to the amount of time he spent 
with each. 

Whether such items are to be distributed or left unap- 
portioned is a matter of policy. In some cases it pays to 
make accurate apportionments, and in others it is unnec- 
essary. 


TREATMENT OF SUPPLIES 


The charges for supplies may be made from the requisi- 
tions themselves or from the storekeeper’s periodical 
Recapitulation of Requisitions. Where the ultimate 
destination of the supplies is not known, they may be tem- 
porarily charged to the departmental stores’ accounts 
and later charged out to the functional accounts. 


The introduction of a detailed classification of accounts 
in an organization presupposes the existence of a thor- 
oughly worked-out plan of organization. You cannot 
departmentalize your accounts without first departmen- 
talizing the organization. Many organizations are so 
loosely knit together, with lines of control so vague and 
poorly defined, that responsibility can hardly be deter- 
mined. If a properly planned organization is assumed, 
the accounting system may be designed to fit it and give 
invaluable information to the administrator. 

A complex set of classified accounts almost demands the 
use of account numbers. There are several account- 
numbering schemes in common use, and any of them may 
be profitably employed even in a moderately small organ- 
ization. The use of numbers instead of account names 
is a time-saver and is almost essential in the larger 
organization. 
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CLEARING ACCOUNTS 


When the various functions of a business are properly 
recognized in its profit and loss statement, it is clear that 
certain classes of expenditure such as postage, light and 
heat, janitor service, power, ete., must be distributed 
equitably among the various departments or functions to 
which they are properly chargeable. Charges may be 
made direct to the departmental or functional expense 
accounts, or they may first be charged to the clearing 
accounts and then distributed to the various depart- 
mental accounts. Hither method is proper, and individ- 
ual circumstances will indicate which one will be used. 

For an illustration of a clearing account, let us assume 
that the total expense for electric light during a given 
accounting period was $2,000.00. The various charges 
making up this total would be debited to an expense 
account entitled ‘‘Electrie Light Used.’’ If the business 
has five departments, one of which used one-half of the 
total light and the other four one-eighth each: 


Department A uses % total light 
Department B uses 14 total light 
Department C uses \% total light 
Department D uses 1 total light 
Department E uses 1 total light 


the distribution of the entire $2,000.00 would be made 
as follows: 


Department A chargeable with % of $2,000.00.................. $1,000.00 
Department B chargeable with % of 2,000.00.................. 250.00 
Department C chargeable with 4% of 2,000.00.................. 250.00 
Department D chargeable with 4% of 2,000.00.,................ 250.00 
Department E chargeable with % of 2,000.00.................. 250.00 


$2,000.00 
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The proper method of making this distribution in the 
books is by means of the following journal entry: 


Electric Light Used—Department A...............-. $1,000.00 
Electric Light Used—Department B................. 250.00 
Electric Light Used—Department C........:..,...... 250.00 
Electric Light Used—Department D................. 250.00 
Electric Light Used—Department E................. 250.00 
Electric Light Used (clearing account)....................-. $2,000.00 


(Note:—In this jovrnal entry there is only one credit item shown. It 
is often customary to post such a credit as this in five items in order that 
the clearing account will be self-explanatory. Such a posting is shown in 
the accompanying ledger accounts.) 


ELectTRIic Light USED (CLEARING ACCOUNT) 


Aggregate charges for pe- Department A........ (a) $1,000.00 


PIO ers ss 3 pekenel crass igseueien ses $2,000.00 | Department B........ (b) 250.00 
———— | Department C........ (e) 250.00 

Department D........ (d) 250.00 

Department E........ (e) 250.00 

$2,000.00 $2,000.00 


Evrectric Light USED—DEPARTMENT A 


Clearing Account..... (a) $1,000.00 


ELEctric Light USED—DEPARTMENT B 


Clearing Account....... (b) $250.00 


ELEctric Light USED—DEPARTMENT C 


Clearing Account....... (ce) $250.00 
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ELEctTrRic Light USED—DEPARTMENT D 


Clearing Account....... (d) $250.00 


ELrectric Light USED—DEPARTMENT E 


Clearing Account....... (e) $250.00 


Basts oF DistrRIBUTION 


Where a single kind of expense is to be distributed 
over departments or functions, it is imperative that a 
proper basis of distribution be ascertained. This is 
sometimes difficult to determine. 

Where an electrical meter can be installed in each 
department to measure the amount of current consumed, 
the distribution of electric light charges is based on the 
proportion between the total electricity consumed by any 
one department and the total electricity consumed by the 
entire establishment. Often it is impossible or inex- 
pedient to adopt such a method, and some other basis 
must be sought. One that is frequently used/is the pro- 
portion between the total candle power of lamps in the 
department and the total candle power of all lamps in the 
establishment. Thus, if the latter figure were 500 and 
the total candle power of all lamps in Department B were 
250, then Department B would be chargeable with one- 
half of the electric light expense. This basis, while fairly 
satisfactory, is not necessarily accurate, since some kinds 
of lamps consume more electricity per candle power than 
others. 

Another basis of distribution may be that of the ‘‘test- 
run.’’ If an accurate test of the total current consumed 
by a given department is made covering a sufficient period 


270 Principles of Accounting 


of time, a figure may be obtained that can be used as a 
basis for future distributions. 

It is eustomary to distribute heating expense over 
departments according to the cubic feet of space they 
occupy, since it has been found by experiment that a room 
uses heat in proportion to its cubic contents. If steam 
heat is used, the basis of distribution might be the num- 
ber of square inches of radiating surface in a given 
department as compared with the total number of square 
inches of radiating surface in the entire establishment. 

Power is distributable by meter or by test. It is usu- 
ally necessary to make a series of ‘‘test-runs’’ in order 
to determine the proportion of power which each depart- 
ment consumes. Power may be distributed on a basis of 
the total horse power requirements of the machines in 
each department, or where electric power and individual 
motors are used, the power may be metered and a very 
accurate distribution obtained. 

Distribution of postage expense involves difficulties. 
Where a central mailing-room is used, the distribution 
may be on the basis of daily or weekly reports by the 
mailing clerk. It is usually rather difficult to make a 
fair distribution of this item of expense except in a 
business where a large amount of postage is used. In 
the average office it is probably sufficient to make a ‘‘test- 
run’’ covering a period of a few weeks, utilizing the 
proportion thus obtained as standard. 

The danger of establishing such a standard basis is 
that conditions may change. When the ‘‘test-run’’ 
method of ascertaining bases of distribution is in use, 
it is essential that the test be repeated periodically to 
find whether the ratio has remained constant. 

It is impossible to treat the subject of apportionment 
very fully, because many of its problems need to be solved 
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anew for each organization. No one method is accurate 
in every case. Apportionment should always be made, 
based on actual facts; and on this basis there are many 
methods for different kinds of expense. Under normal 
circumstances nearly every expense item can be dis-: 
tributed departmentally on one of the following bases: 


Number of square feet (rent) 

Number of cubic feet (heat) 

Number of sales slips (waiting room) 
Number of square inches (advertising space) 
Number of items delivered (delivery expense) 
Value of supplies used (stores expense) 
Number of bills entered (billing expense) 


but special bases can often be determined that will fit 
individual cases better. 

In railroad work special bases of apportionment are 
used in connection with various attempts to obtain the 
cost of passenger service and freight service separately, 
such as : 


Revenue train-miles. 
Ton-miles. 
Car-miles. 

Gross earnings. 
Train-hours, ete. 


As an example of the use of clearing accounts, the item 
of power, $2,100.00, appearing on the profit and loss 
statement in Figure 58 may be discussed. Where pur- 
chases of power are made from an independent utility, 
the monthly power bills may be charged direct to a power 
expense account, but where a concern manufactures its 
own power, a very different situation develops. The 
production of power is a function separate and distinct 


272 Principles of Accounting 


from manufacturing or selling. An industry which 
manufactures its own power is in the power business, 
although it has only one customer, i. e., itself. 

An industry manufacturing its own power must deter- 
mine through a properly classified set of expense accounts 
the total cost of all power produced during the accounting 
period. If all the power thus generated is used in the 
factory for machine operation, the problem is compara- 
tively a simple one; but where it is also used for the 
purpose of supplying electricity and heat, the figure rep- 
resenting total cost of power must be distributed so as 
to arrive at the cost of lighting and heating and the cost 
of power consumed in the factory. The figure represent- 
ing ‘‘light and heat’’ will then have to be redistributed 
over the various departments. 

Let us assume that the books of the Blank Company 
show the following power accounts: 


Coal PU sed SoA eb We ee eel dato saa Oe ed Sie eas eee $3,150.00 
IWistter SU B6d ir £0. coi5 oie vovecegone to Sie tarsteha fo eiia he enstecsuaratatlete ote ey oldteishae re tves 250.00 
BuppliesaU sed xs: titers cieicracotete tone atouele'e 5S oupiaatetie so aleiss dere naeeterats 300.00 
Wa SeS We cocoa stain sions. shores ia Spanley SEE mes ease ee Richaeists cleie tate toeer rere 1,200.00 
SATATIED S55 sch ciatesarnys Sisiscs cucuc, Stecsletie ele: oTacy eR tebe enna NE Sete aaa eos eat eee 1,500.00 
Depreciabions fe bulldines: cyeny aerial ideo sey aeieeiatel sha erste ts 350.00 
RepRinsytO- DB UUGIN GS lc wnchsici casters o seanster vance Loker om Pama ovate caer 50.00 
Depreciation of Equipment............. Ratershe aeanctel oe oie keto reo eeerets 400.00 
Kepairs to Equipment oswsiscr. aehaerovenaetrs wise Rote & rane stare erotic 100.00 

$7,300.00 


The total of these figures is $7,300.00 and represents 
the cost of power production. At the end of the account- 
ing period the balances of these accounts will be trans- 
ferred by journal entries to a clearing account entitled 
‘‘Cost of Power Production.’’ It is now necessary to 
distribute this figure of $7,300.00 over two other accounts: 
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fe Fig. 69.—General Ledger Clearing Accounts 
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1. Power Used by Factory. 
2. Light and Heat—General. 


We may assume that the basis of distribution used is 
such that the Light and Heat is chargeable with $5,200.00 
and Power Used by Factory is chargeable with $2,100.00. 


DeceslewLichteand Heat—Generale curtis etlalstete is +> $5,200.00 
Power Used by Factory... .-.:2...0..-+--c--- 2,100.00 
Gostror ower se reauctione eis ses seeiie ete eeetertene $7,300.00 


The account, which we have ealled ‘‘Light and Heat— 
General,’’ is also a clearing account, and its total must 
be distributed over the factory, the sales department, 
the advertising department, and the general offices. 
Figure 69 shows the various accounts concerned in this 
procedure. 

It will be noted that the original power expense 
accounts were all closed into Cost of Power Production 
and that this total was then distributed into two other 
accounts, thus closing the Cost of Power Production, and 
that the Light and Heat also is closed, its total] being 
distributed to the four departmental accounts. See 
Figure 69 in connection with the profit and loss statement 
shown in Figure 55. 


TEST QUESTIONS 


1. (a) What two general plans of proprietorship accouni 
classification are in general use? 

(b) What are the characteristics of each? 

2. Construct an organization chart for a business or a de- 
partment and design an appropriate expense account classifica- 
tion to fit it. 

3. (a) What are departmental apportionment accounts? 

(b) How are they used? . 
4. What are the advantages of using account numbers? 


CHAPTER IX 
PARTNERSHIP 


The problems connected with partnership accounting 1 
vary but little from the general accounting principles 
which we have heretofore discussed. The principal 
sources of difficulty in partnership accounting refer to 
the partnership relation, i. e., the formation of the part- 
nership—disposition of profits and losses—dissolution 
of the partnership. The first point which should be 
emphasized is that, in a properly organized partnership, 
the relation of the partners one to another, and to the 


1On page 218 in Chapter VII was outlined a general classification of 
proprietorship accounts, and the statement was made that partnership 
accounting, as commonly practiced, was not in entire harmony with correct 
principles. It is generally conceded that investments in a business should 
be booked separately from the subsequent accumulation of losses or undi- 
vided profits due to operation. It is exceedingly desirable to know the 
original investment, and this may be difficult to determine if the investment 
account also receives the entries for profits and losses. On this account the 
use of a Surplus Account has been recommended. 

Another point of somewhat less importance is the use of a Profit and 
Loss Allocation Account, whose sole function is that of a distribution account 
for the net loss or gain of a period. 

In partnership bookkeeping both these points are habitually ignored. 
It is common practice to distribute profits or losses to the partners’ capital 
accounts. Thus the partners’ investments in the business may be changed 
at the close of every fiscal period and the amount of the original investments 
lost sight of. 

Few, if any, partnerships distribute net profits or loss through a Profit 
and Loss Allocation Account. Rather they distribute directly from the Profit 
and Loss Account itself. While this is a rather minor point of technique, it 
is essential that it be kept in mind when discussing or solving partnership 
problems. 
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business, is governed absolutely by the terms of the 
articles of partnership. This document should cover all 
the important contingencies which may cause internal 
disputes among the partners. 


ARTICLES OF PARTNERSHIP 


A properly drawn-up agreement should contain at least 
the following clauses: 


1. Name and location of the business, nature of the 
business. 

. Life of the partnership. 

. Duties and power of each partner. 

. Capital contribution—if made in property other 
than cash, the basis of valuation should be stated. 

. Interest on capital, on loans, on excess or defi- 
ciencies of capital. 

. Withdrawals of profit. 

. Apportionment of profits and losses. 

. Salaries of partners. 

. Keeping of partnership accounts. 

. Provision for unforeseen termination of partner- 
ship. 


On Hm CoO bo 


(ey ej 16 es Ilep) 


— 


When articles of partnership are properly drawn, the 
problems connected with partnership accounting are 
much simplified; but it is very often that the agreement 
is verbal or, at least, indefinitely stated in writing. 

The articles should unquestionably specify how profits 
and losses are to be apportioned. They may or may 
not be distributed among the partners in the same ratio 
as capital contributed. Capital may be contributed 
according to one ratio, profits may be distributable 
according to another, and losses according to still a third, 
all depending upon the terms of the partnership agree- 
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ment. In the lack of a partnership agreement the rule 
of law is that profits and losses are to be shared equally 
by the partners, regardless of their capital investment. 
Where the partnership agreement specifies how profits 
should be divided but does not mention the disposition 
of losses, it is assumed that the same ratio will apply. 

It very often happens in the formation of a partnership 
that partnership contributions are not always in cash. 
When other assets or services are accepted in lieu of 
cash, their value should be determined once for all. 
After they have once been accepted, any losses in the 
value of such assets must be borne, not by the contribut- 
ing partner, but by all the partners in accordance with 
the agreed-upon ratio of profit and loss sharing. 

Very often a partner contributes certain assets for the 
use of the partnership, but which still remain his exclu- 
sive property. Such assets should not be booked as 
partnership resources. Upon dissolution such assets 
belong to the partner who has loaned them. 


JUNIOR PARTNERS 


In certain of the larger partnership organizations, such 
as legal firms, stock and bond houses, private bankers, 
ete., it is customary to take promising young men as 
junior partners. The arrangement is usually one 
whereby the incoming junior partner is promised a share 
in the profits only. He may or may not share in the 
losses. The arrangement is ordinarily revocable by the 
senior partner at any time, or at the expiration of a 
stated period. From the internal point of view such an 
arrangement is, in reality, nothing more than a special 
contract of employment, but, in the ease of proceedings 
by creditors, it may result in an actual legal partnership. 
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This would be a matter for the courts to determine. On 
the partnership books the arrangement may be considered 
as a special profit-sharing employment contract and the 
junior partner as an employee. 


FORMATION OF A PARTNERSHIP 


A careful distinction should be made in the case of an 
incoming partner as to whether he purchases a share of 
the profits of the business or an interest in the business. 
Suppose that the balance sheet of A. A. Ames appeared 
as follows: 


BALANCE SHEET 


Merchandise Inventory. ..$25,000.00 | Ames—Capital Account.. .$25,000.0U 


He may admit Brown to partnership if he contributes 
$20,000.00 in cash, and the partnership agreement may 
specify that profits and losses are to be divided equally, 
in spite of the fact that one partner has invested 
$25,000.00 and the other only $20,000.00. 

If Brown had bought a one-half interest in the business 
with his $20,000.00, the balance sheet would appear as 
follows: 


BALANCE SHEET 


Merchandise Inventory. ..$25,000.00 | Ames—Capital Account... $22,500.00 
CWash@iirt. <-tsocteve avert oaks 20,000.00 | Brown—Capital Account.. 22,500.00 


$45,000.00 $45,000.00 


An alternative arrangement would have scaled down 
the value of merchandise to $20,000.00, thus cutting Ames’ 
Capital Account to the same figure in the following 
balance sheet: 
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BALANCE SHEET 


Merehandise ............ $20,000.00 | Ames—Capital Account... $20,000.00 
Casita tts oaceiete alerts 20,000.00 | Brown—Capital Account.. 20,000.00 
$40,000.00 $40,000.00 


If instead of $20,000.00 Brown had paid $30,000.00 for 
a half interest in the business, it would be assumed that 
the $5,000.00 premium which he paid was due to Goodwill, 
which was really one of Ames’ assets, although not 
actually shown on his books. 


BALANCE SHEET 


Merchandise <2... 6.0556 $25,000.00 | Ames—Capital Account. . $30,000.00 
CASH Saves cysts, oylye done she naxess 30,000.00 | Brown—Capital Account.. 30,000.00 
Good wiles. omcctrremeer 5,000.00 

$60,000.00 $60,000.00 


As alternative to the foregoing arrangement the fol- 
lowing would be proper: ~ 


BALANCE SHEET 


Merchandise =. 3... > 2. $25,000.00 | Ames—Capital Account. . $27,500.00 
ORI  Gbkbac S oviato ne oui S 30,000.00 | Brown—Capital Account.. 27,500.00 
$55,000.00 $55,000.00 


If a partnership is already established one partner may, 
with the consent of the other, dispose of part of his 
interest to an outsider without any new capital being 
brought into the business. Assume a partnership with 
the following balance sheet: 
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BALANCE SHEET 


INESOES Mle iauuatens niet ere eie $60,000.00 | Ames—Capital Account. .$30,000.00 
Brown—Capital Account. 30,000.00 


$60,000.00 $60,000.00 


If Ames sold half of his interest to Clark, the balance 
sheet might reflect the fact as follows: 


BALANCE SHEET 


PASS Ot mes tec ore etn theta ies $60,000.00 | Ames—Capital Account. .$15,000.00 
Brown—Capital Account. 30,000.00 
Clark—Capital Account.. 15,000.00 


$60,000.00 $60,000.00 


You should note that the deal between Ames and Clark 
is purely a private one, and from the books of the part- 
nership it would be impossible to tell how much Clark 
had paid Ames for half of his interest. He might have 
paid him $20,000.00, or the purchase price might have 
been only $10,000.00. 

The status of the assets is not altered in the least by 
such an arrangement, but if Clark had contributed 
$15,000.00 to the partnership for a one-fifth interest in 
the business, the assets would be increased to $75,000.00, 
and an additional $15,000.00 of capital registered on the 
books, as seen in the following illustration: 


BALANCE SHEET 


UNCER che Phen oe REE $75,000.00 | Ames—Capital Account. .$30,000.00 
Brown—Capital Account. 30,000.00 
Clark—Capital Account... 15,000.00 


$75,000.00 $75,000.00 
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The foregoing set of examples illustrates the funda- 
mental importance of clearly determining whether an 
incoming partner purchases an interest in the profits 
or an interest in the business. 


INTEREST ON CAPITAL 


Very often the partnership agreement specifies that 
interest is to be paid to the partners according to an 
agreed percentage upon the capital invested. When one 
partner contributes more capital than another and the 
partnership agreement provides that profits are to be 
shared equally, it is clear that the partner with the least 
investment is obtaining larger returns on his capital 
than the other. Under such circumstances, therefore, 
it is often customary to provide that 6% interest be 
allowed on capital contributions before profits are divided. 
Such interest is not an expense to the business and should 
not be charged to the regular interest account. A special 
account for this purpose should be set up entitled ‘‘Inter- 
est on Capital Invested,’’ and its debit balance should be 
deducted from the net profits for the period. When the 
interest is charged to this account, it should be credited 
to the individual partners’ capital accounts. 

Tn illustration of these points the following transactions 
may be noted: 


AMES—CAPITAL ACCOUNT 


Unyested ip tits ate race aieictatiers $30,000.00 


BrowN—CapiraL ACCOUNT 


UnyestOd oweaen ooelsceees.s-2 $30,000.00 
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CLARK—CAPITAL ACCOUNT 


Trvested) ss. sles scsis exe eters $15,000.00 


At the end of the year, if interest at 6% is allowed 
on the capital invested, Ames and Brown will be credited 
with $1,800.00 each and Clark will be credited with ' 
$900.00, the total $4,500.00 being charged to Interest on 
Capital Invested. Since all profits and losses are to be 
divided equally among the partners, each partner would 
then be charged with one-third of this $4,500.00, thus 
balancing the interest account, and when the entries have 
been made, their capital accounts may appear as follows: 


AMES—CAPITAL ACCOUNT 


Pom LMGOL OS Geresciclste/aereleeisier ers $F,500°005} Investment)... 6 sarl- <1 -- $30,000.00 


ANtOTeSte .-eee «tee sel 1,800.00 


BrRowN—CAPITAL ACCOUNT 


investment) seen eee eee $30,000.00 
Imterestiee wari ceiiertare ciate 1,800.00 


Vad Wie) ¢2)< eS O80 OO Oe $1,500.00 


{ 


CLARK—CAPITAL ACCOUNT 


Wee lah fei ifels\ ese IAS FOG BISA E $1;500:00r | einivestment mete eenee eee $15,000.00 


Interesteese es Soccer ce 900.00 


The same result could have been obtained without the 
necessity of passing the items through a special Interest 
Account. Ames’ and Brown’s Capital Accounts could 
have been credited with $300.00 each, and Clark’s Capital 
Account could have been charged with $600.00, thus 
obtaining exactly the same result. 
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Glark Jes Capital “Account jure -iiy-re eaceiyosiese ie nie bce oo 6 $600.00 
ZAIN CS a Capitale ACCOMM apie reste brlsironaachinitienie eects $300.00 
BrOWN 6 LOSpital ~AGCOUNbe erases tas Scare, oth conan ene ee 300.00 - 


AMES—CAPITAL ACCOUNT 


nvestinententras acer woe $30,000.00 
Enteresty.s 22h osteo 300.00 


BrowN—CaPiITaL ACCOUNT 


Investmenterr. eer $30,000.00 
Interest s..is ahecaste cvsse-syare 300.00 


CLARK—CAPITAL ACCOUNT 


Enterestimeer i. sicstete.<iere erenctrn $600.00 | Investment ............. $15,000.00 


Where the partnership agreement specifies that inter- 
est is to be charged on deficits and credited for excess 
of required capital contributions, a somewhat different 
problem is presented. If a partner’s nominal contribu- 
tion is $10,000.00 and he has actually contributed only 
$8,000.00, his deficit is $2,000.00, and since the profit and 
loss sharing ratio is determined after taking the nominal 
capital contributions into consideration, it is only fair 
that the partner who has not actually contributed the full 
amount should pay interest on the deficit. Similarly, a 
partner who has actually contributed $12,000.00 when he 
is only required to contribute $10,000.00 is clearly entitled 
to interest on the excess investment. Such items of 
interest should be passed through the regular interest 
account, since such excesses and deficits are in the nature 
of loans to the partnership or loans by the partnership, 
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i. e., aceounts payable or accounts receivable. Interest 
on such items should be treated the same way as interest 
on any loan. 


LIqUIDATION OF PARTNERSHIP 


A great deal of misconception exists regarding the 
accounting features of partnership dissolutions. If the 
profit and loss sharing ratio is known, the problem is a 
simple one. Suppose that the firm of Ames and Brown, 
sharing profits and losses in the ratio of 24 and ¥% 
respectively, find that their venture is unprofitable and 
their capital impaired. They decide to discontinue busi- 
ness and distribute the remaining assets. 


BaLaAnor SHEET—AMzES & BROWN 


Assets (cash value)...... $37,000.00 | Ames—Investment ...... $45,000.00 
MD OLL GLA re she ic as ars te selene ace! steele 33,000.00 | Brown—Investment ..... 25,000.00 
$70,000.00 $70,000.00 


How should the $37,000.00 of cash assets be divided? 
Some might assume that 45/70 of the assets ($23,785.70) 
would go to Ames and 25/70 ($138,214.30) to Brown, but 
this would be absolutely wrong. The partnership agree- 
ment specifies that profits and losses are to be shared, 
24 by Ames and % by Brown, and this ratio is different 
from the capital ratio. Since the loss of $33,000.00 must 
be charged to the partners in the ratio of 24 to 4%, Ames 
will be charged with $22,000.00 and Brown with $11,000.00. 


JOURNAL ENTRY 
Amenc Capital: Acéount. >. vviejanteecacts eho Mtoe eae $22,000.00 
Browne Capitals Account, «. 2... eee ee eee 11,000.00 
Deflert Aecounts. Is Ve eee amine Momo aes eae ee eee $23,000.00 
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AMES—CAPITAL ACCOUNT 
ES, CR ST REC TEE 


Loss (% of $33,000)..... $22,000.00 | Investment ...... a a Ns eats $45,000.00 
Balance (in red)........ 23,000.00 

$45,000.00 $45,000.00 

Balance .3\..0) se seis o:2'6 . . $23,000.00 


BrowN—CAPITAL ACCOUNT 


Loss (4% of $33,000.00) ..$11,000.00 | Investment ............. $25,000.06 
Balance (an red)........ 14,000.00 

$25,000.00 $25,000.06 

Balanee y.)5s cn sie osicte $14,000.06 


BALANCE SHEET—AmES & BROWN 


Assets (Cash Value)..... $37,000.00 | Ames—Capital Account... $23,000.06 
Brown—Capital Account.. 14,000.00 


$37,000.00 $37,000.00 


————— 


The loss having been charged to the partners’ capital 
accounts, the total assets equal the total proprietorship 
interest, and Ames will get $23,000.00 and Brown 
$14,000.00. 

In some cases such a distribution of losses will more 
than extinguish one partner’s capital account, leaving him 
in debt to the other partners. This amount will be set 
up on the partnership books as an asset. If collected, it 
will be divided among the remaining partners. If uncol- 
lectible it will be treated like any other bad debt—a loss 
to be borne by the remaining partners. For illustration 
we may consider the case of three partners who share 
profits and losses equally. 
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GiBBs, HALL & CO.—BALANCE SHEET 


Assets (Cash Value)..... $10,000.00 | Gibbs—Capitai Account. . $10,000.00 
BOO ass ocedcoccosdor 6,000.00 | Hall—Capital Account... 5,000.00 
Jones—Capital Account.. 1,000.00 


$16,000.00 $16,000.00 


JOURNAL ENTRY 


Gibbs——Capital eA CCOUMtars merci) eat es otsiala ststaieretetnererste $2,000.00 
eli Capit ale Cet tn ereorerciheteisteieiie tele eeeleret tele tater (eter 2,000.00 
Vones—— Capitals A CCOUME sis «/c1e)eic= leis se) oietele a) = alein elena © 2,000.00 
DOE CIE. Fs fee « talerslsicys Grofonatete meaus)sisioitis aie caters ote. elereie ove ere erento $6,000.00 


Distributing the loss equally among the partners in 
accordance with the partnership agreement : 


GIBBS—CAPITAL ACCOUNT 


Loss (14 of $6,000.00) ...$ 2,000.00 | Investment ............. $10,000.00 
BalAaTICom( TEC )\eraevententt tae 8,000.00 

$10,000.00 $10,000.00 

‘Balanee #:i24 eee eee $ 8,000.00 


HALL—CapPiTaL ACCOUNT 


Loss (44 of $6,000.00) ....$2,000.00 | Investment .............. $5,000.00 
Balance w(Ted))/ciseisiexes seis ere 3,000.00 

$5,000.00 $5,000.00 

Balance va « wakes oa «~~~ $3,000.00 


JONES—CAPITAL ACCOUNT 


Loss (14 of $6,000.00) ....$2,000.00 | Investment 


a Sbleasherster ove teneeiers $1,000.00 
Balancel (red) pee seer 1,000.00 
$2,000.00 $2,000.00 


IBalANCS eterna eee $1,000.00 
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GIBBS-HALL & Co.—BALANCE SHEET 


Assets (cash value)...... $10,000.00 | Gibbs—Capital Account. .$ 8,000.00 


Jones—Deficit .......... 1,000.00 | Hall—Capital Account.... 3,000.00 
$11,000.00 $11,000.00 


If Jones makes up this $1,000.00 deficiency, then the 
cash value of the assets will be $11,000.00, distributable 
$8,000.00 to Gibbs and $3,000.00 to Hall. If Jones is 
insolvent, then the $1,000.00 he owes must be considered 
a loss and divided among the remaining partners equally 
as specified by the partnership agreement. Each partner 
will be charged with $500.00, and the balance sheet will 
then appear as follows: 


GipsBs, Hani & Co.— BALANCE SHEET 


Assets (cash value)...... $10,000.00 | Gibbs—Capital Account. .$ 7,500.00 
Hall—Capital Account... 2,500.00 


$10,000.00 $10,000.60 


The assets will then be distributed to the partners— 
$7,500.00 to Gibbs and $2,500.00 to Hall. 


PROBLEM 


(Adapted from the Illinois C. P. A. Examination, 
November, 1908) 


A, B, and C were partners and contributed the follow- 
ing capital: A, $8,000.00; B, $6,000.00; and C, $4,000.00. 
Profits and losses were to be borne equally. At the end 
of the first year each partner had drawn $1,000.00. The 
assets were then disposed of for $3,000.00, the purchaser 
discharging all liabilities of the firm. How should this 
$3,000.00 be apportioned among the partners? In your 
solution assume that OC was insolvent. 
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SOLUTION 


After the assets were sold the firm’s condition was as 
follows: 


BALANCE SHEET 


Maplimmaen ene ctiederosreasoleye $ 3,000.00 | A—Capital Account...... $ 8,000.00 
AW ci (UTA WAT OB ss pe, <ielare scus.- 1,000.00 | B—Capital Account...... 6,000.00 
BLOM COILS wells ciel tere store 1,000.00 | C—Capital Account...... 4,000.00 
C’swdrawimgs..)..0.60.. 6. 1,000.00 
DCH CIE inisis ff cists evetels ies 12,000.00 

$18,000.00 $18,000.00 


Since losses must be divided equally, each partner will 
be charged with % of $12,000.00, or $4,000.00, leaving 
A’s capital $4,000; B’s capital $2,000.00; and eliminating 
C altogether. 


BALANCE SHEET 


(OEY Ge Berets oer ate eeeae ae $3,000.00 | A—Capital Account....... $4,000.00 
AMS MGMASLN G'S 131. Aare’ «sis « 1,000.00 | B—Capital Account....... 2,000.00 
B/S ATA WIN ISs.. siapeiste ss cies 1,000.00 
Crs ArawiNge... css asic 1,000.00 

$6,000.00 $6,000.00 


By the terms of the problem, C is insolvent and cannot 
pay the $1,000.00 which he owes. This amount is, there- 
fore, a further loss to A and B and must be divided 
equally between them. 


BALANCE SHEET 


Claginatcrepetaistenttovsiavs evoy sues, tas $3,000.00 | A—Capital Aecount....... $3,500.00 
A’s drawings............. 1,000.00 | B—Capital Account....... 1,500.00 
B’s drawings............. 1,000.00 

$5,000.00 $5,000.00 


—==_ 
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or 
BALANCE SHEET 
Cash Be dre cress wets cele ae $3,000.00 | A—Capital Account....... $2,500.00 
B—Capital Account....... 500.00 
$3,000.00 $3,000.00 


The two drawing accounts were assets of the business, 
being accounts receivable against A and B as individuals. 
If A and B had paid in $1,000.00 a piece to settle these 
debts, the balance sheet would have appeared as follows: 


BALANCE SHEET 


Waseca tess cc sere sieisieia shots $5,000.00 | A—Capital Account....... $3,500.00 
B—Capital Account....... 1,500.00 
$5,000.00 $5,000.00 


Instead of paying the cash in and then taking it right 
out again, a short cut may be taken (as shown in this 
solution), transferring the debit balances of the drawing 
accounts to the Capital Account. 

Where the ratio of invested capital is different from 
the profit and loss sharing ratio and it is desired to 
liquidate the business gradually by paying the partners 
off in installments, there is danger that unexpected losses 
during realization may cause one of the partners to be 
overpaid. Under such circumstances it is desirable to 
pay the first installment in such a way as to bring the 
capital ratio and the profit and loss sharing ratio to the 
same basis. 

In illustration of this point, assume the case of a 
liquidating partnership with the following balance sheet: 
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BALANcE SHEET—A, B, & C Co. 


Sundry Assets..2........ $18,000.00 | A—Capital Account...... $10,000.00 
B—Capital Account...... 5,000.00 

C—Capital Account...... 3,000.00 

$18,000.00 $18,000.00 


By the terms of the partnership agreement, all profits 
and losses are to be shared in the following ratio: 


UNS TSBs Or aE ARNO Cs ODO CIOS OIE CS SSN OE fC 8/17 
18} (Gand 6 COU OD OO.D 60D 0b ed OS DOM EO MAb ASG oe 5/17 
(OLAS MEANS mists, Aira ierna. Seta crpitactot omacc, ocr 0 SSwoienticyo's 4/17 


Rather than sacrifice values by a forced sale it is 
decided to liquidate assets gradually and to pay the 
partners in installments. The total of the first dividend 
to partners is $5,400.00, and the second dividend is the 
same amount. These amounts are distributed to the 
partners on the basis of their respective capital accounts 
—10/18 to A, 5/18 to B, and 3/18 to C. A loss of 
$5,185.00 is then suffered and must be divided among the 
partners according to the agreed profit and loss sharing 
basis, which differs from the capital ratio, the result 
being that C’s Capital Account shows a debit balance. 


A—CAPITAL ACCOUNT 


First Installment, 10/18 Capital inn ci sutetetettetet $10,000.00 
of $5,400.00....... (a) $ 3,000.00 

Second Installment, 
10/18 of $5,400.00.(b) 3,000.00 

Loss, 8/17 of 


SUS HNO Mes sers cleccse > (e) 2,440.00 
IDalancourrester:c\-)s 5/21 (6 1,560.00 
$10,000.00 $10,000.00 


Balances (tre. see $ 1,560.00 
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B—CapiTaL AccouUNT 


First Installment, 5/18 @apitalien scree crtereerreesteers $5,000.00 
of $5,400.00....... (a) $1,500.00 

Second Installment, 
5/18 of $5,400.00...(b) 1,500.00 

Loss, 5/17 of 


SoU OOM eets cee ee (ec) 1,525.00 
alan COue cers. hates oie. 475.00 
$5,000.00 $5,000.00 


Balancé.c2ic ve ee $ 475.00 


C—CapiTaL Account 


First Installment, 3/18 Capitallivarn wccrede estes $3,000.00 
of $5,400.00 ....... Kanes 900/008 |) Balance: fet sce silos sie ttre 20.00 
Second Installment, 
8/18 of $5,400.00... (b) 900.00 
Loss, 4/17 of $5,185.00 (¢) 1,220.00 
$3,020.00 $3,020.00 


Balance’. osc ac toc ee erctele $ 20.00, 
BALANCE SHEET 


Sundry Assets ........... $2,015.00 | A—Capital Account ...... $1,560.00 


C—Detiertmersrertacvetorteicre ts 20.00 | B—Capital Account ...... 475.00 
$2,035.00 $2,035.00 


In order to prevent such a situation it would be better 
so to divide the first $5,400.00 as to make the ratio of 
capitals equal to the profit and loss sharing ratio. 


Total Capital \.coreh «seus eee care ee $18,000.00 
FirstiDividend*:o0.e. cio. ec eee 5,400.00 


Remainin ge Capitalists srs cleiekers is ite $12,600.00 
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$12,600.00 

———— X 8 = $5,929.41 — A’s new capital 
17 

$12,600.00 

——_—— X 5 = $3,705.88 = B’s new capital 
17 

$12,600.00 

————— X 4 — $2,964.71 — C’s new capital 
17 


By so dividing the first dividend of $5,400.00 as to 
bring A’s balance to $5,929.41, B’s balance to $3,705.88, 
and C’s balance to $2,964.71, the ratio of capitals becomes 


equal to the profit and loss sharing ratio. 


In order to do this the first payment of $5,400.00 must 


be apportioned as follows: 


ian epee aaa ote RUMMY rich OU ba 4 $4,070.59 
1 REE RP a roe ean, aig ea) pot tne Ack 1,294.12 
PENS ba AP ae Reee RIE RMPEE ERE piney apes iad Du 35.29 
otal’ ty ose aie fees yes ee eae ne ee $5,400.00 


The three partners’ capital accounts, after having been 
charged with the two installments and with the loss, will 


appear as follows: 


A—CAPITAL ACCOUNT 


First Installment ...(a) $ 4,070.59 | Capital ................. $10,000.00 


BAM COMA tains pressive eyens 5,929.41 
$10,000.00 $10,000.00 
Second Installment, en Balance yews ws cae eees $ 5,929.41 


8/17 of $5,400.00..(b) 2,541.18 
Loss, 8/17 of $5,185.00 (¢) 2,440.00 
Balamconern teiswis secs 948.23 


$ 5,929.41 $ 5,929.41 


Balanea ries aae nae meee $ 


948.23 
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B—Caprran AccoUNT 


First Installment..... Cayehlcoeize Capital, .asccaseie cena $5,000.00 
Balance ..... isis eee 3,705.88 

$5,000.00 $5,000.00 
Seeond Installment, 

5/17 of $5,400.00...(b) 1,588.23 | Balance ....3....4... +o + $3,705.88 
Loss, 5/17 of $5,185.00 (ec) 1,525.00 — 
Balance asisceaccehs 592.65 

$3,705.88 $3,705.88 
Balan COW. seiere, siike oe eset $ 592.65 


First Installment..... (Cains ee30-29 }1e Oapitaleien tari ciieietehew eatin $3,000.00 
Balanceypacs.te ase slate 2,964.71 

$3,000.00 $3,000.00 
Second Installment, Balance yrrcr.< seer als cst sks $2,964.71 


4/17 of $5,400.00...(b) 1,270.59 
Loss, 4/17 of $5,185.00 (c) 1,220.00 
Balances cn. Je. eee 474.12 


$2,964.71 $2,964.71 
BalancG.".ic ces scr as ce sabicnes $ 474.12 


BALANCE SHEET 


Sundry Assets ........... $2,015.00 | A—Capital Account....... $ 948.23 


B—Capital Account....... 592.65 
C—Capital Account....... 474.12 
$2,015.00 $2,015.00 


By paying the first installment in this manner the ratio 
of the capital accounts is made equal to the profit and 
loss sharing ratio. Subsequent installments are divided 
8:5:4, and the loss is apportioned in the same way. 
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The subsequent distribution of assets is made according 
to the same ratio as profit and loss sharing, simply be- 
cause it is also the capital ratio. No confusion regarding 
this point should be permitted. Assets are divided 
according to the capital ratio. Losses are divided 
according to the profit and loss sharing ratio, but in this 
case the two have been made equal. 


TEST QUESTIONS 


1. What are the principal sources of difficulty in partnership 
accounting ? 

2. What important clauses should be found in properly con- 
structed articles of partnership? 

3. What is the status of a junior partner? 

4. Under what circumstances should partners receive interest 
on their investments? 

5. In the absence of agreement how should profits and losses 
be shared by partners? 

6. When the capital ratio differs from the profit and loss 
sharing ratio, what precaution should be observed if assets are 
liquidated and partners paid off in installments? 


CHAPTER X 
CORPORATIONS 


Chief Justice Marshall’s often-quoted definition of the 
corporation as ‘‘an artificial being, invisible, intangible, 
and existing only in contemplation of law’? is easily the 
most satisfactory that has ever been offered. In the 
famous case of Dartmouth College v. Woodward, Chief 
Justice Marshall declared that ‘‘being the mere creature 
of law, it possesses only those properties which the 
charter of its creation confers upon it, either expressly 
or as incidental to its very existence. These are such 
as are best calculated to effect the object for which it was 
created. Among the most important are immortality, 
and, if the expression may be allowed, individuality; 
properties by which a perpetual succession of many 
persons are considered as the same, and may act as a 
single individual.’’ 

These various individuals who own an interest in the 
corporation are known as ‘‘stockholders,’’? and their 
interest in the corporation is evidenced by shares of 
stock. A share of stock is usually for a round amount, 
i. e., $10.00, $50.00, $100.00, or $1,000.00. The stock- 
holders control the corporation through a committee of 
their representatives, called the ‘‘board of directors.’’ 
The internal government of the organization is dependent 
upon a set of rules known as ‘‘by-laws,’’ which are 
prepared and approved by the stockholders. The rela- 
tions of the corporation to the outside world are depend- 
ent upon the charter which has been granted it by the 
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state. The stockholders or their representatives, the 
board of directors, elect the officers of the corporation, 
and these officers appoint minor officials, engage clerks, 
and hire workmen. The officers of the corporation are 
usually: 

1. President. 

2. Vice-President. 

3. Secretary and Treasurer. 
And the general plan of organization may appear as 
follows: 

CORPORATE ORGANIZATION 


(ac Saaea nae 


The interest which the stockholders have in the cor- 
poration is evidenced by stock certificates, which are 
signed by the officers. Each certifies that the person to 
whom it is issued is ‘‘the owner of shares of common 
(or preferred) stock of the ————— Company.”’’ 


CaprraL Stock 
A corporation may have more than one kind of capital 
stock. Its various classes of stock may differ one from 
the other in 
1. Dividend rate. 
2. Preference as to dividends or assets or both. 
3. Voting power. 
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One class of stock may call for a certain definite 
dividend return, which must be paid before the holders 
of other kinds of stock receive any dividends. Such a 
stock is called ‘‘preferred stock.’’ Ordinary stock is 
usually known as ‘‘common stock.’’ A 6% preferred 
stock would be entitled to dividends of 6% before any 
dividends were declared on the common stock, and if the 
preferred stock is cumulative, the dividends are a charge 
against the profits of the company and accumulate until 
paid. If preferred dividends are not paid in any year, 
the unpaid amounts go over and must be satisfied before 
the common stockholders receive any dividends. 

In case preferred stock is preferred as to assets, its 
holders, in case of dissolution, are entitled to receive face 
value for their stock, after the satisfaction of general 
liabilities, before the common stockholders receive any- 
thing. 

On the corporation’s own books capital stock is always 
shown ! at its par value, although in the open market it 
may be quoted at either more or less than par. Stock- 
holders are entitled to receive nothing in dividends until 
and unless dividends are declared. The declaration of 
dividends is controlled by the board of directors, who 
may declare dividends at such times and in such amounts 
as they see fit, subject always to the laws of the state. 
As soon as a dividend is declared, it becomes a liability 
of the corporation, but until that time it should never be 
shown as a liability, even in the case of past-due dividends 
on cumulative preferred stock. 


Corporate Books 


The corporate form of organization requires certain 
books of record, which are not necessary in the partner- 


1See footnote on page 220. 
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ship or in sole proprietorship. The books usually used 
are: 


. Minute Book. 

. Subscription Ledger. 

. Certificate of Stock Book. 
. Stock Ledger. 

. Stock Journal. 


OR WD Ee 


In the case of large corporations there are other records 
of various kinds. 

The Minute Book is a bound record of what happened 
during directors’ and stockholders’ meetings. This book 
is kept by the secretary of the corporation, who is 
responsible for its accuracy. The by-laws usually pro- 
vide that the minutes must be read to, and approved by, 
the board of directors, after which they may not be 
changed. 

The Stock Ledger is a book containing the details of 
shares of stock held by the stockholders. In this volume 
each stockholder has an account (Figure 70), and to his 
account is credited the number of shares of stock which 
he receives, and to it is debited the number of shares of 
stock with which he parts. The balance of his account at 
all times represents an official record of the number of 
shares of stock which he owns. Inasmuch as capital 
stock is ordinarily transferable without notification to the 
corporation, it may very often happen that details of the 
Stock Ledger do not accord with the truth; but, since 
dividends to stockholders are distributed in accordance 
with this official record, it is necessary for transfers of 
stock to be reported to the corporation if the real holder 
is to receive dividends to which he is entitled. 

The Stock Ledger is controlled by the Capital Stock 
Account in the General Ledger. Transfers of shares 
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from one person to another will not affect the total 
shares outstanding; hence the general ledger controlling 
account will ordinarily record but few changes. 

In a large corporation whose shares are traded in 
extensively, many transfers of stock will have to be 
made. Insuch eases a Stock Journal may be used. This 
is merely a posting medium. 

When a corporation is organized, it is usual to solicit 
subscriptions to capital stock. All persons who subscribe 
for stock sign an agreement to accept when issued and 
to pay for it duly as called for by the directors as a 
statutory step in the organization. This is a binding 
contract and may be recorded on the books of the com- 
pany. Where a large number of subscriptions are made, 
it is customary to keep a Subscription Ledger, which 
contains an account with each subscriber. These accounts 
are controlled by a general ledger account entitled 
‘‘Subscriptions’’ (or ‘‘Subscribers’’). 

The Stock Certificate Book contains blank stock certifi- 
cates, which are filled in with the proper figures and torn 
out. Each stock certificate blank is attached to its stub, 
very much like the ordinary check book. The stub must 
be filled in with the same data that appears on the face 
of the stock certificate, and the stub remains as a perma- 
nent record of the issuance of the certificate. 


Corporation ProprreTorsHie ACCOUNTS 


The principal proprietorship account is, of course, 
Capital Stock. The balance of this account represents 
at all times the total par value of all stock outstanding. 
It is a controlling account over the Stock Ledger, which 
shows details, the Capital Stock Account showing the 
total. .There should be one Capital Stock Account for 
each class of stock outstanding. A corporation having 
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first preferred stock, second preferred stock, and common 
stock outstanding would have three capital stock accounts, 
one for each class. 

When considering the copartnership we saw that the 
net profits for the year were transferred direct to the 
partners’ capital accounts. This cannot be done in a 
corporation. The balance of Capital Stock is fixed, 
unless changes occur in the number of shares of stock 
outstanding. Net profits, therefore, must be transferred 
to some account other than the Capital Stock Account. 
Such an account may be designated ‘‘Surplus.’’ If the 
operations for any year should show a net loss, it may 
be charged to the Surplus Account. If the amount of 
the loss were greater than the total balance to the credit 
of Surplus, the excess would be charged to an account 
ealled ‘‘Deficit.’’ The capital stock outstanding plus 
the surplus, plus any credit balance allowed to remain in 
Undivided Profits will be equal to the net worth of the 
corporation. Or the Capital Stock Account less the 
deficit, if there be one, is also equal to the net worth of 
the business. 

Another—an intermediate—proprietorship account is 
often used, i. e., Profit and Loss Allocation Account. To 
this account is credited the total net profits for the year, 
and to it is debited all withdrawals of profits in the shape 
of dividends. The balance of the account should be 
closed into Surplus or Undivided Profits. 


RESERVES 


As will be discussed in a later chapter, dividends may 
only be declared out of the surplus profits of the business. 
Therefore, the balance of the Surplus Account may be 
said to represent the amount of profits which might have 
been, but were not, declared as dividends. A dividend 
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might be declared equal to the full amount of the Surplus 
balance, but conservative management looks unfavorably 
upon any attempt to withdraw all the profits from a 
business. The wise executive fully appreciates that 
many contingencies may arise, and he likes to build up a 
substantial margin of surplus with which to cushion the 
shock of unexpected disaster and loss. In some indus- 
trial concerns this conservative plan has been so con- 
sistently followed that the surplus is often several times 
larger than the total capital stock. Stockholders are 
usually hungry for dividends, and when they see a large 
surplus, they feel that the management has been nig- 
gardly in its dividend declarations. It, therefore, has 
become customary to reserve, appropriate, or ‘‘earmark”’ 
certain portions of the surplus as being unavailable for 
dividends. 

This is usually accomplished by transferring a certain 
portion of the surplus to a reserve account. Such re- 
serves are always for contingencies. Thus, a powder 
company may carry a large reserve to provide protection 
against the consequences of explosions. Big industrial 
companies frequently carry reserves to absorb the shock 
of unexpected losses by fire, flood, or war. If the 
unexpected should happen and a large loss be suffered, it 
would then be charged direct to the reserve account 
instead of to Surplus or Profit and Loss. The true 
reserve, therefore, is nothing more nor less than appro- 
priated surplus, which has been especially set aside for 
a specific purpose. 


PREMIUM on Stock 


The laws of many states forbid corporations to sell 
shares of stock for less than par, but there is no restric 
tion against selling it for more than par. It sometimes 
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happens that a corporation wishes to begin its life with 
a surplus. This being the case, it will sell its capital 
stock for an amount over par. For example, one starting 
in business might have $100,000.00 worth of stock for 
sale. In order to create a surplus it might sell this stock 
for $125,000.00. Since the Capital Account must show 
par value of the stock outstanding, the $25,000.00 
premium should be credited to some other account ulti- 
mately transferable to Capital Surplus. It would be 
considered bad practice to credit it direct to the Surplus 
Account, since it may not seem desirable to indicate this 
premium as being available for dividends. It should be 
noted in this connection that there seems to be no legal 
restriction against using such premiums for dividend 
purposes, but it would be poor business practice to do so. 


Discount on Stock 


The statutes of some states allow corporations to sell 
stock for less than par. When this is true, the difference 
between the price realized and the par value should be 
charged to Discount on Stock. Discount on Stock really ° 
is equivalent to Capital Deficit, and this title may be used 
where appropriate. 


UNISSUED AND TREASURY STOCK 


Stock that has never been issued may not appear on 
the corporation’s books, but if it has once been issued 
and has then come back to the corporation either by 
purchase or by gift, it must be treated as an asset under 
the caption of ‘‘Treasury Stock.’? Many people, who 
should know better, are accustomed to call unissued stock 
‘‘treasury stock,’’ but the best authorities are unanimous 
in condemning such practice. Treasury stock should 
represent only stock which has once been issued for value 
and has come back to the corporation. 


\ 
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If unissued stock is booked as a debit item, it will act 
as an offset to the credit balance of Authorized Capital 
Stock. It is not an asset and should not be shown as one 
on the balance sheet. Rather it should appear as a deduc- 
tion from the amount of authorized stock, thus: 


BALANCE SHEET 


ASBOUB': ictaclcjes 15,0 0 else's $100,000.00 | Authorized 
Capital 
Stock ....$250,000.00 
Less Unis- 
SUG Nessie als 150,000.00 


$100,000.00 


$100,000.00 $100,000.00 


Under such an arrangement there is no account for 
capital stock issued, the amount of outstanding shares 
being determined from the two accounts, Authorized 
Capital Stock and Unissued Stock. 

A single corporation might have as many as eight or 
even more main proprietorship accounts: 


. Surplus or Deficit (from operation) 
. Undivided Profits 
. Profit and Loss Allocation 


1. Capital Stock Preferred 

2. Capital Stock Common 

3. Treasury Stock i q 
4, Capital Surplus or Deficit tes 
5. Reserves (appropriatio if 1 Troprietary 
6 Se ee nae Accounts 

uf 

8 


The algebraic * sum of all these items would represent 
the net worth of the corporation. 


In this section of accounting, as in nearly all others, 


2The word ‘‘algebraic’’ is used here inasmuch as an arithmetical sum 
would be incorrect. Algebraic recognizes minus as well as plus quantity; 
as, in the expression 6% — 5y, the arithmetical sum of the coefficients is 11; 
the algebraic sum of + 6 and — 5 is +1. 
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there is no standardized terminology for the practitioner 
or the student. The accounts as they are listed above 
represent the titles usually given to them. 


Opening ENTRIES 


When a corporation is organized, it becomes necessary 
to open the books of account. It is not necessary to 
discuss the various entries in the subsidiary ledgers, since 
the use of controlling accounts has been thoroughly 
treated in Chapter II. From the general ledger view- 
point only, opening entries divide themselves naturally 
into four classes. 

1. Stock paid for in cash and issued immediately. 

2. Stock paid for in assets other than cash and issued 

immediately. 

3. Stock subscribed for, but unpaid, which is issued 

immediately. 

4. Stock subscribed for and unpaid to be issued when 

paid. 

The opening entry in the first case may be a simple 
one. 


(GAY co Ga cocooSboogcHae UNO ONOOnA CU CSU bEOCUCOOOOaKES bhoooocd 
Ca pitaleSbockmery-trtetdecietccis sete sien etarels oi skeleenedels tenella leters Sratyerere 


The opening entry when property instead of cash is 
turned over may be equally simple. 


Shmnhay (ASHE 5 agsebod po odo oda GunSgusacoaUnaDbongcr Sdacte se 
Capital Stocks crtteeeteystetetlere 2 steleleyels ete ete is/alelalelLeksiolol-tete iets once EBaiooco 


Where stock may be issued as soon as it is subscribed 
for, the opening entry may be: 


Subseribers (a controlling account)...............e-6. btoonend 
Capital Stock... ci ccc ee snerseeeeeessrerscegeceeces Be) one ois 
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In the above entry Subscribers is a general ledger 
controlling account over the Subscription Ledger, which 
contains the detail accounts with each subscriber. If the 
corporation is a small one and the number of subscribers 
few, their accounts may be carried in the General Ledger, 
in which ease the entry might appear as follows: 


BET NTN AMM ae oe Rear see Farias Reiss tate ose olke: Gib) Gus liorie det arate) ale coat = elite anon Nena 
Capital SSCOCK sc vaviereshelsreetcueis siete shel s eta eave aperatelalerole ciel tie saretere Simian 


It will be noted that the subscribers’ accounts represent 
an asset of the corporation, since subscriptions are legally 
binding when accepted and constitute an enforceable 
claim, which the corporation holds against its subscribers. 

Often stock may not be issued until it is entirely paid 
for. In this case the opening entry may be: 


PUDSCLUDONS Aw cictaiariassie emis Suse epomeretAlens ous ee a alee. Baers 
Capital Stock ‘Subseribeds. ws... ale cee eka eae asia tance 3 


The account entitled ‘‘Capital Stock Subscribed’’ 
registers the liability of the corporation to issue capital 
stock. When a subscription is paid up in full, Cash 
must be debited and Subscribers credited for the amount, 
and when the stock certificates are issued to the sub- 
seriber, Capital Stock Subscribed will be debited. As an 
illustration of this procedure, assume a corporation 
where the total subscriptions equal $10,000.00. 


Wapitaly stock: Subseribed soa ue ee ee on ee $10,000.00 


If one of the stockholders paid $800.00 in full for his 
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subscription of 8 shares at par of $100.00, the following 
two entries would be made: 


CORT BAe Beds Oe ROMS a ERA Mates Boe Nar ersns saps a oko enere te $800.00 
MBACYUDOLB yea cien cic tyecde Ante eaters oe on otter aa ee $800.00 
(Also credit the individual account in the Subscription Ledger) 
CapitaleStocks Subseri beds nie accyeas asieie nets cine sews ccete $800.00 
Camt als Stockmntecussrct cetarie casi oops retaeenre een one ata reas hoe Paee ee $800.00 


(Also credit individual stockholder ’s account in the Stock Ledger) 


If one of the other subscribers, John Jones by name, 
should pay his conditional subscription to 30 shares in 
the following assets: 


ESUPECIN B'S" site olen esenet tore ical tya aha) she ais aus wfe ec Peal eiwue) Stouse< <"sie ie ornare ete $1,000.00 
IDE RAG Io Gieein olat aed ea hi Chaat Gin Gis RS AIC EE RID OM DMO CIO EDI G Sr eInie Sores 500.00 
MCR CHANGISGe si.ciile. oon Varah ais wine) veiet hale Nols Stator tste oneal Wetteele Sect 1,500.00 


the following entries might be made: 


Sumdry eA SSOtwimae crersescel ote siavakel Rees sete siaticcesc sss se slater rater ¢ $3,000.00 
Sohn (Sones—— Vien One ays sisssee ane eetaere te slater. acoier ee DA RRO $3,000.00 
John Jones—Vendor .............. artecsausl gaaltta eterna $3,000.00 
SLL USTonnl See oe A violin coil: ory Bad PBI Oe ira cen eG oSmoGaleT nic ete $3,000.00 
(Also credit John Jones’ account in the Subseription Ledger) 
Capital Stock SU DsSerl bed are ereryeten-teiepet eit cielost ey erretattet st $3,000.00 
Capitals Stockeg'y 15s seer yeta rn stciotaie’ aint lorena toioaeneig $3,000.00 
(Also credit John Jones’ account in the*Stock Ledger) 
Buildings ater cabeysreievaysteuegeralersters fare char ayste sfolare sats tekenees $1,000.60 
Tia Cl edtcws bass sk opeevesas ess spsuceler cl tyeliadloy aie) obo eas iehoyes Succes eeyegeven ae 500.00 
Merchandise, f15% ac ckays nee i5 Sova as late -besel4,sishepe ertyelt yates 1,500.00 
Sitio UNG IG on Bhs u dtodd duadonwsok ndd Gud sce donicneonoe $3,000.00 


The alternative entries for the above would be: 


Byala bbTegh so bo5 oo MOA ORO OM DEO Cuda OM acoso Fads s ade $1,000.00 
IUGRING Neha Sig Apa aloe Coke nO TEA ESE OR nO ON Hon cmd Soul 500.00 
Merch amdisenrceniens <cep-toleise sie eyeisyase sever louvielnislolalulsier« +-.-. 1,500.00 


Folin DONeES——V EN Gore rerae rec eulesesciels cetseeiste) cess olessiereletsl ects eters $3,000.00 
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John Jones—Vendor ........+...-+- ; elect Bile 5 at onenain > $3,000.00 
STil oyster eleven a: fy COU HE Me SIA DG GS ERSIO OO ORO agua Sa aon $3,000.00 
(Also credit John Jones’ account in the Subseription Ledger) 
Capital Stock Subseribed...........-.2+++-2---+ee- $3,000.00 
apical iStock ear cyreve st siote tiers el oks olels sel = ener ebereelsls cliente stenereletars $3,000.00 


(Also credit John Jones’ account in the Stock Ledger) 


The reason for making the entry, debiting Sundry 
Assets for the total of all assets turned over by John 
Jones, is one of convenience, since it may be necessary 
to appraise the exact value of certain of the assets before 
actually setting them up on the books. By making the 
total entry to the Sundry Assets Account an opportunity 
is given for making any needed adjustments in the values 
of the various items before finally booking them. 

To carry the illustration still further, let us assume that 
a third subscriber, George Holmes, turned over the total 
assets of his small business in payment for his subscrip- 
tion to 50 shares of stoek. The various items which he 
claims to be worth $5,000.00 are: 


Merchandise 4 ie. ctofvuc e's e.c iets! aie vite ein eroraiecs tes wt win love’ wlolevoleleierorierorsher as $2,500.00 
PPE X ELIT OS 5.0: «0 eyeie..0ish0 ode. 64:8 wie aiard «ter stavet slat oust ses sets wis a) s¥eietel sruelalstaieme 500.00 
Goodwill Be ccna ciele runchermis eee tonts Be (is mie Wolesauane es Neues eche lexete, 0c tacmenenede 2,000.00 


The entries would be as follows: 


Sundry CASsSta. oc fecrce whueatecea) dle share som serra stone eri eebere $5,000.00 
Georges Holmes——-Vendor im .sites sss. si ees oe sais sisters $5,000.00 
Goorges tL olmeg—— Ven dorm. cree ier ci rtcisiereitetetneeits $5,000.00 
Subscribers .5 teks eee lee eee ete Tae ee ee ean ee $5,000.00 
(Also credit George Holmes’ account in the Subscription Ledger) 

Capital gstocks Subscribed esas icleetee mien iealaeteeiciorte s $5,000.00 
CapitalyStock 3s. 1 tsuswisla ste cpacte oteiselebek etree etnies $5,000.00 
(Also credit George Holmes’ account in the Stock Ledger) 

Merenandisomrciecte.t.'. ss vate ommrec ene ae ee $2,500.00 

PUXCUTOS Pe octtsiyets, crohe}a\ -ie ss wie te ckelaneineheolaeieie Taira 500.00 

Good will ar wertereeretens sits eek eit ray hroteetetten ere ee on eee 2,000.00 


Sundry “Assets: 3% soto. css ee soe teene eietere he tetete areencteterersis $5,000.60 
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The balance of-the subscribers’ accounts represents the 
total amount owing to the corporation by the subscribers 
for its capital stock and is, of course, an asset since it 
represents a claim which is legal and enforceable. If 
subscriptions are not paid when due, the subscriber may 
be sued for the amount. If he is unable to pay because 
of insolvency, the entries may be reversed by debiting 
Capital Stock Subscribed and crediting Subscribers for 
the amount involved. 

Sometimes, depending upon statutory provisions, the 
contract of subscription contains a clause that any 
amounts paid on the subscription will be forfeited, under 
certain conditions, to the corporation if the subscriber 
fails to fulfill his contract. When the amount so realized 
is a clear gain, it may be eredited to the Capital Surplus 
Account. 

Sometimes it is specified that the subscriptions are to 
be paid in installments rather than by a single cash pay- 
ment. In such a case the opening entry may indicate the 
various installments by means of separate subscribers’ 
accounts, thus: 

SUDSCHIDeIS manstallmente NOs Very sete cits ec sclertstercietelcrene Hloedcodo 
as «6 Nok Sater. & oti rset 


ae ee IND), BF pogooaoncadsucdpOonbe od 7t0D0e 
‘s ME MG 2 poooavoshoonccosuDed obaseoe 


In national banks the holders of stock are liable, not 
only for the amount they have invested, but for an equal 
amount over and above their investments, and it very 
frequently happens that a Capital Surplus is created 
upon organization. The difference between the par of 
the stock issued and the actual amount received for the 
stock is credited to the Capital Surplus Account. Llus- 
trative entries are shown herewith: 
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Gubscribete sysls oe oe Ae Ae a jal dete $150,000.00 
Capital, Stock) Subscribed vec. 5.5 vies o oe oes stew ols siwleieisiels $100,000.00 
Capital Surplus Subscribed.............02+-+sceeseseess 50,000.00 
CS Meee eset Leraee Senta: sea elaiete ae TNC NARA Shoko Na ieVeLS er oleremete 150,000.00 
SLUBCTLDOTS ete crater sta eae aces weiss aeenel sPatiet ere tolehal alls ar olererels eet eh aeate 150,000.00 
Capitals Stock Subseribed : oii. i isa. «sy lols che ors eles 100,000.00 
Capital Surphis) Subscribed... 2. 2 2y1t- spelen © ie stein s 50,000.00 
Capitale Stock Lasued sri. cicis aye cielo jeteuala tera 4) -/elbiaisue leleteta l= 100,000.00 
(Coa ticl IN Siig 0 Ii eee oinante oo 119 Seis G0 wanes aus oe cic 50,000.00 


When stock is issued at a discount, in those states 
where it is allowed, the difference between the par of 
the outstanding stock and the amount actually received 
must be debited to an account called ‘‘Discount on 
Stock.’’ 


SD SCTUDOES 2's s ahs oucccmras os -wialew stave ecaMoneietets aie ae sare $50,000.00 
Discountwon (Stock ani: sei com a ca terartre oes aleienere oe 25,000.00 
CapitalaStock SUpseribed/rvtiteterctestelaiaesaielel stteie ste closes eerste $75,000.00 
AS pecs scseeashcsitaepetctecrach cto a skeMoats wtevele sbordiok a Sen euek ena ich 50,000.00 
Sirlcls(arml ate fc Galen ROE a Paseo e CO MaS oe Cres GO5 OS ASE 50,000.00 
Osprtale Stocks Nubseribed tec cies clei = = ener snersie ere 75,000.00 
Capitals Stocktlssued M0. ce xltansevets oi -tisai cata meet. etapa ana seat he 75,000.00 


DonatTep Stock 


In those states where the laws prohibit the issuance 
of stock for less than par, a device is commonly employed 
which depends for its effectiveness upon the fact that 
treasury stock may be sold for any amount that it will 
bring, while the shares when first issued must be sold 
for par or above. The organizers of the corporation 
will take all the stock of the corporation in return for 
the assets which they turn over. Then the organizers 
will return to the corporation a certain proportion of 
their stock holdings as a gift. This returned stock 
should be booked as ‘‘treasury stock,’’ and it is then 
available for sale for less than par. 

There is an element of manipulation in this procedure, 
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and yet it is so commonly employed and so universally 
understood that very few are deceived. As a direct 
evasion of the law accountants must frown upon it, but 
under certain circumstances the employment of such a 
device is pardonable. Stock cannot always be marketed 
at. par value, ‘even though it may be worth it. The 
corporation must then make the best bargain that it can. 
The property which the organizers turned over to the 
corporation may be worth the entire par value of the 
stock which is given them for it, but, unless cash can be 
raised, the corporation will be crippled and the organizers 
suffer thereby. In order to insure the corporation’s 
ultimate success, the organizers will cheerfully donate 
a percentage of their stock holdings, by the sale of which 
the corporation may raise working capital. 

For example, assume a corporation which is capitalized 
at $100,000.00. The organizers of the corporation turn 
over their plants and other assets in exchange for the 
entire stock issued. The first entry, therefore, may 
appear as follows: 


Plant acc mOthermAGsetsar cre elatereic tae olcicrs| tels)e stele selene $100,000.00 
Capitals Stocker cre cteetetele cre cieveaielsferecievere iol ersiareratey eVeteverersr ees $100,000.00 


The balance sheet of the corporation at this point will 


appear as follows: 


BALANCE SHEET 


Plant & Other Assets....$100,000.00 | Capital Stock .......... $100,000.00 
\ 


A corporation cannot operate without having working 
and trading assets. In order to raise working capital, 
the organizers turn over 25% of their holdings to the 
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corporation. The following journal entry shows the 
proper booking: 


bar in? aSheTe S85 cu cn oMiaiadenabisadoo sacetanioolon ti: $25,000.00 
Donated Surplus sac. + siecle reise ce +e 4 gee Molar otes ois sreroinienars $25,000.00 


The balance sheet at this point would appear as follows: 


BALANCE SHEET 


Plant & Other Assets....$100,000.00 | Donated Surplus ....... $ 25,000.00 


Treasury Stock ........ 25,000.00 | Capital Stock ......... 100,000.00 
$125,000.00 $125,000.00 


The corporation may now sell this treasury stock for 
30 cents on the dollar. 


AESSIN 2 By ea oer et aR A OSS oP a ODIO a OY oh $ 7,500.00 


Donated aSurplusirs cc vrei erste sce ssriers ste erete ters taetete 17,500.00 
MEE ORSUT Var SLOC mpettetNeteye stetey ela er statck tel oteteteticr tote ets nelcy eretcne ee ate $25,000.00 


At this time the balance sheet would appear as follows: 


BALANCE SHEET 


Gashity -rc¥.ove terete steak $ 7,500.00 | Donated Surplus ....... $ 7,500.00 


Plant & Other Assets.... 100,000.00 | Capital Stock .......... 100,000.00 
$107,500.00 $107,500.00 


This balance of Donated Surplus may be left on the 
books indefinitely, or be transferred to Capital Surplus, 
or be used to offset the Plant and Sundry Assets Account, 
on the theory that the asset must have been overvalued 
if the organizers were willing to give up part of their 
stock. This is always open to question, and proper 
procedure would depend upon the individual cireum- 
stances. If the sundry assets which the organizers 
turned over to the corporation were clearly overvalued, 
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then the balance remaining to the credit of Donated 
Surplus should be transferred to the credit of the Plant 
and Sundry Assets Account, thus reducing its value to 
$92,500.00. 


CoRPoRATION PRoBLEM 
(Adapted from the Washington (State) C. P. A. 
Examination, September, 1907) 


Ames is the owner of a business with property valued 
as follows: 


andrG i, Building Mewar cc s Sie ics oecsiwiss e aieis ole ss meteereelsye te eos $100,000.00 
Maehineryinds: TOO sas «misters eves. ciareiass steve s sieve ss ees. oteve enonetenelene 79,000.00 
Merchandise: Inventory, a. terse ctvers cretelslecersretevel ele etoile «sera sloretaieeeee 93,500.00 

LO GA Pea. e eater Na topo tere tes, Sreitis aca) Biel okeaayeusiie oy sacianoeee a eet aa ere $272,500.00 


Ames, Brown, Cass, Daniells, and Evers organized the 
Ames Company (a corporation) with an authorized capi- 
tal of $350,000.00 divided into 3,500 shares of $100.00 each 
under the following conditions: 

Ames receives 2,725 fully paid shares for his property 
as shown above. 


Brown subscribes for 100 shares. 
Cass subscribes for 100 shares. 
Daniells subseribes for 100 shares. 
Evers subscribes for 125 shares. 


One hundred shares are placed in the treasury for 
future disposition, and 50 shares of fully paid stock are 
given to each incorporator for the cash payment of 10% 
of par value, in consideration of services in the organiza- 
tion of the company. Each incorporator then donates 
30 shares to the company for sale to provide working 
capital. Draft the necessary opening entries for the 
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Ames Company, giving effect to the above transactions, 


and prepare a trial balance. 


JOURNAL 


Subscription 
Capital Stock Subseribed............... (a) 
For the following subscriptions: 


ee er rd 


Ames 2,775 shares 
Brown U5 0 ee 
Cass LOO) = S5 
Daniells 150 ‘¢ 
Evers RISE 5 OU 
Total 3,400 
Plantiand Sundry: Assets ..2)2600s<e0cce = 5: (b) 
PNIOS ——V CNC OT Foe sicicinisisn aie see wile aiare sian (b) 
HATA OR=—NCNCOLBceisichers ticle) trai slayer seis wists # aie cl ot ses (¢) 
SBbSerip tion cn. -cia ite wcsiv slolece > arsyereletesreleres (¢c) 
Capital) Stock, Subscribed W5.).%)enissle 1-10)! (d) 
CapttalsStockssstied se.ctermiasrecreicee 2 srekat (d) 
Cap lites sevtnrcae otis lela they nies Sedo state the's, seuete Seatetctes (e) 
Organiza tion Cex pense sae. sciiieusis aioe a crereyeieiel see (e) 
Silo whale Gaon derive oom atano ds Soo Oc (e) 


Fifty shares given each incorporator for 
$500.00 in cash in consideration of services 
in organization 


Capital “Stock: Subseribed .. 25.05... 2: sees - (£) 
Capital SS tockelssuedisniictoetict-tsieteitneretene (f) 
Treasury Stock Donated................... (g) 
Donated e Surplus ere wcaseeet tere eerttasl= (g) 


To record donation of 30 shares by each in- 
corporator to be sold for working capital 


Mands@sBuildinges-.srcctomramniskeiemererer citer c (h) 
INPACHIN ELV A65 LOOIS tvsrere'enetelseisibher oueialalscere everett (h) 
Merchandiser Inventory smccine ticitis caistoeis che ens (h) 

Plante &s Sundry eAssets). yan ee oes (h) 


To distribute items included in lump sum 
total 
SUBSCRIPTION 


L. F. 
(a) $340,000.00 


Debit 


272,500.00 
272,500.00 
272,500.00 


2,500.00 
22,500.00 


25,000.00 


15,000.00 


100,000.00 
79,000.00 
93,500.00 


Credit 


$340,000.00 


272,500.00 
272,500.00 


272,500.00 


25,000.00 


25,000.00 


15,000.00 


272,500.00 


(a) $340,000.00 


$272,500.00 (ce) 


25,000.00 (e) 
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CapiTaL Stock SUBSCRIBED 


(a) $272,500.00 | $340,000.00 (a) 
(£) 25,000.00 


PLANT & SUNDRY ASSETS 


(b) $272,500.00 | $272,500.00 (h) 


AMES—VENDOR 


(ec) $272,500.00 | $272,500.00 (b) 


CAPITAL Stock ISsuED 


$272,500.00 (a) 
25,000.00 (f) 


CASH 


(e) $2,500.00 


ORGANIZATION EXPENSES 


(e) $22,500.00 


DonaTED STOCK 


(g) $15,000.00 


DonatTED SURPLUS 


a 
a 


$15,000.00 (g) 
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Lanp & BUILDINGS 
(hb) $100,000.00 
MAcHINERY & TOOLS 

eee 

(h) $79,000.00 

MERCHANDISE INVENTORY 
(h) $93,500.00 
TRIAL BALANCE 
Totals Balances 
Accounts Dr. Cr. Dr. cr. 

SUbScription wet cet se $340,000.00 $297,500.00 $ 42,500.00 
Capital Stock Subseribed 297,500.00 340,000.00 $ 42,500.00 
Capital Stock Issued... 297,500.00 297,500.00 
(GAGINE: arene cob aco 2,500.00 2,500.00 
Organization Expenses.. 22,500.00 22,500.00 
Donated Stock......... 15,000.00 15,000.00 
Donated Surplus ...... 15,000.00 15,000.00 
Land & Buildings...... 100,000.00 100,000.00 
Machinery & Tools..... 79,000.00 79,000.00 
Merchandise Inventory.. 93,500.00 93,500.00 


Reaeae asin $950,000.00 


$950,000.00 $355,000.00 $355,000.00 


COMMENTS ON PROBLEM 


The problem states that ‘‘100 shares are placed in the 


treasury for future disposition.”’ 


Since unissued stock 


is not recognized on the books of the corporation, the 
phrase has no meaning so far as this solution is con- 
cerned. Since the total authorized stock is $350,000.00 
and only $297,500.00 has been issued, the unissued stock 
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is $52,500.00. It is improper to say that it is ‘‘in the 
treasury,’’ since it is non-existent until issued. 

Although the problem states the amounts subscribed 
for, the solution increases these amounts by 50 shares 
per subscriber. This takes care of the provision that 
‘*50 shares of fully paid stock are given to each incor- 
porator (presumably in addition to the amount they 
agreed to take) for the cash payment of 10% of par 
value in consideration of services in the organization of 
the company.’’ Since stock should properly be shown 
as ‘‘subscribed’’ before being issued, this $25,000.00 
worth of stock is handled in the solution as additional 
subscriptions. 


ProspueEmM IcLuustTrRaTING CHANGE FROM PARTNERSHIP TO 
CorPORATION 


(Adapted from the Washington (State) ©. P. A. 
Examination, August, 1908) 

Arthur Adams and Benjamin Bassett were partners 
trading under the name of Adams, Bassett & Company, 
sharing all profits and losses equally. June 30, 1908, 
the following balances appear on their Ledger: 


Debit Credit 
Adams—Capital) Account) .....-2- +c. ree $ 70,000.00 
Bassett—Capital Account.............-..-..-.<. 50,000.00 
Tart amperes cence rope ateee crrrere anata cretslonrecetattclohel iste $ 22,000.00 
Buildin opm verses secs certo eioreters bere revere 20,000.00 
every Co UNOS gon5o0556 abo asmdoe soo0s0DGaE 44,000.60 
IMaemaaTvbS te Iba Goo odu deo eoponooChNEnNec’ 2,000.00 
ANGE INAOSAONG cocoa sodecaderaooconosonde.s 50,000.00 
CHAN caooodas cede emsesoosdosuoOUUNOOEmOOe N60 ce 7,000.00 
Materials & Merchandise ............2.++sce--s 53,000.00 
INGEOUNTS PEA VAG merase isieleloleielsi ert staceler aerate 35,000.00 
Notes) Payable wawcrrsicciee crc irislsio sisi «+ Teles isielaie 48,000.00 
Notes Receivable 2.00.55. scc cece s esses encceces 5,000.00 


Metals marie cis) cissreletercleisiclotete a\v)s clelv'e!eiole/sieleisye) sists $203,000.00 $203,000.00 
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On June 30, 1908, the business is incorporated as the 
Adams-Bassett Corporation on the following plan: 


15 
2. 


Capital Stock, $150,000.00. 

The Adams-Bassett Corporation takes over the 
entire assets and liabilities of Adams, Bassett & 
Company at the book figures as given above, except 
(a) land of the book value of $5,000.00, which is 
retained by the partnership; (b) the accounts 
receivable, which are taken over at $48,000.00, and 
(c) the capital accounts of the partners. 


. The corporation pays the partnership $30,000.00 for 


the goodwill of the business. 


. Payments to the partnership are made as follows, 


viz.: $50,000.00 in first-mortgage bonds, and the 
balance in capital stock of the corporation. 


. After paying off Adams, Bassett & Company the 


remainder of the capital stock is sold for cash to 
sundry persons. 


The land which is retained by the partnership is sold 


to Adams for $7,000.00 and is charged to the Adams’ 
Capital Account. ‘- 


After the conclusion of the foregoing transaction, 


Adams and Bassett dissolve partnership. 


You aré required to prepare: 
1. Closing entries for the partnership books. 
2. A statement setting forth the partners’ accounts 


down to the final closing, beginning with the balances 
shown by their books on June 30, 1908. 


3. Opening entries for the corporation. 


1908 
June 30 


30 


30 


30 


30 


30 
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JOURNAL—ADAMS, BAassnTr & CoMPANY (partnership) 


L. F. 

Adams—Capital Account ............... (a) 
Bassett—Capital Account ............... (a) 
Reserve for Bad Debts.............. (a) 


Distributing the loss on accounts receiv- 
able to the partners equally 


Cere(ers hight eee este aren Siete aie eceeneIo RS ey Sie oie a cea (b) 
Adams—Capital Account ........... (b) 
Bassett—Capital Account ........... (b) 


To set up the goodwill account on the 
partnership books prior to sale 


Adams-Bassett Corporation .... Ae (c) 
Goodwalliesrcnvsicietse- sustetst sau ino wle sie sos (c) 
58:10 Gl peters tates cuahiatiadate sireoa ak ciel wis ie sosean, Mier score (c) 
{UBS bE bases te GR Ie .S cae One ee Oe (c) 
Machinery ScuL 0 O18: ictescyvept-tsistslatenetsnei (c) 
BIEN Haren HU CUT OS. goss edanenensileitesels exe (ce) 
Accounts’ Recelvable <.0 3s... 0006005 (ec) 
CARTY ect aaa etanes aifae ts oiscn suntep avers ShecslSie ates, (c) 
Materials & Merchandise............ (Ko) 
Notes= Recelivia ble vanes cu crmiensrenseeteten (c) 


Transferring the sundry assets to the 
corporation 


ACCOUNTS PAV a DLCrscrstensicue erashis: o6/0)elensiesstevens (d) 
Notes: Payaple tes sce. a careeeunbie Sate ela atals (d) 
Reserve for Bad Debts..c....0..0.%..0.00 0. (d) 

Adams-Bassett Corporation ......... (d) 


Transferring the sundry liabilities to the 
corporation 


First Mortgage Bonds—Adams-Bass8ett Cor- 


poration ys... SOR GRO eB H OD ETE (e) 
Stock—Adams-Bassett Corporation ....... (e) 
Adams-Bassett Corporation .......... (e) 
Adams—Capital Account .........+...0--- (£) 
RIV creteray siete cloteey ctae les shes el afulo Sts eietel® (f) 
Adams—Capital Account ...........- (f) 
Bassett—Capital Account ...........- (£) 


To record sale of land at a profit of 
$2,000.00 divisible equally between the 
partners 


Adams—Capital Aceount .............-.- (g) 
Bassett—Capital Account ............... (g) 
First Mortgage Bonds—Adams-Bassett 

GOrporatlonime teastocans aleciele acs eerste (g) 


Stock—Adams-Bassett Corporation ...(g) 
Distributing the assets to the partners 
and closing the books 


Debit 


$ 1,000.00 
1,000.00 


30,000.00 


228,000.00 


35,000.00 
48,000.00 
2,000.00 


50,000.00 
93,000.00 


7,000.00 


78,000.00 
65,000.00 
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Credit 


$ 2,000.00 


15,000.00 
15,000.00 


30,000.00 
17,000.00 
20,000.00 
44,000.00 
2,000.00 
50,000.00 
7,000.00 
53,000.00 
5,000.00 


85,000.00 


143,000.00 


5,000.00 
1,000.00 
1,000.00 


50,000.00 
93,000.00 
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Apams—CApiTaL ACCOUNT 
1908 1908 
June 80 Loss on a/e¢ June 30 Capital ...... V_ $70,000.00 
Ses. sors (a) $ 1,000.00 30 Goodwill ...(b) 15,000.00 


30 Land _ pur- 


30 Profit — Sale 


chased ...(f) 7,000.00 of Land... (f) 1,000.00 
30 Distribution 
of Assets..(g) 78,000.00 
$86,000.00 $86,000.00 
BAssEeTT—CAPITAL ACCOUNT 
1908 1908 
June 30 Loss on a/e June 30 Capital ..... V_ $50,000.00 
HeCMEReecs (a) $ 1,000.00 30 Goodwill ...(b) 15,000.00 
30 Distribution 30 Profit — Sale 


of Assets..(g) 65,000.00 of Land ..(f) 1,000.00 
$66,000.00 $66,000.00 
JOURNAL—ADAMS-BASSETT CORPORATION 
Ler: Debit Credit 
A corporation organized under the laws 
of the state of with an au- 
thorized capital stock of one hundred 
and fifty thousand dollars ($150,000.00) 
divided into one thousand five hundred 
shares valued at one hundred dollars 
($100.00) each 
Tunes OTS DSCPIDELS a. oe, nvs teres wiedsciensreiwtesere eisacrenahete (a) $150,000.00 
Capital Stock Subscribed.......... (a) $150,000.00 
SOR Sundry CASSetaira cre see olobeicrecteheyencueneretehole (b) 228,000.00 
Sundry Liabilities and Reserve ....(b) 85,000.00 
Adams-Bassett & Co.—Vendors..... (b) 143,000.00 
30 Adams-Bassett & Co.—Vendors......... (c) 143,000.00 
Bonds—First Mortgage ..%....... (e) 50,000.00 
Subscribers sj. tcte.sieisie (oterevelheleiersisteteterere (ce) 93,000.00 
30, Capital Stock Subscribed... .......... (d) 93,000.00 
Capital Stock Issued............. (d) 93,000.00 
SO Di Cashed caretete: oie teiete-o ecoketeverere mrstonenc tek ersiaveteere (e) 57,000.00 
NuUbscrlbersi yc ec sdisieeeeieuate eee (e) 57,000.00 
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ak Debit Credit 

30 Capital Stock Subscribed.............. (f) 57,000.00 

CapitalmisStocks [ssuedesren wate aes ti (f) 57,000.00 
SOME LANG] othe crc ciererettvertichete olete ewes ote saree (g) 17,000.00 
PBL ino stent ee aye iene nents Oe eps nieces ne (g) 20,000.00 
Machinery, Mime OO Seicctcisuctc aterciela can eters (g) 44,000.00 
Hur puree Hix cur eserves steve cli clct cite ce (g) 2,000.00 
ACCOUDUSIPRECELV ADC! Mavalelereiet eters sierereli et < (g) 50,000.00 
Casha carers uecs pace vet tracey deka ahereuer seed sn tare (g) 7,000.00 
Materials & Merchandise.............. (g) 538,000.00 
Notes? Receivables cvercvrs.c cls oie, sue slousseioisiss (g) 5,000.00 
Goodwill! Heke acta gee sce s sate netne pce sis (g) 30,000.00 

Sundry Assets ict ehatetenseterslsiencns. cle (g) 228,000.00 
80 Sundry Liabilities & Reserve........... (h) 85,000.00 

ACCOMM ESE Wy A DLE iaiereia evel abenclstetelel ele ye (gh) 35,000.00 

INOLESTER aya DlLetrcicsrersielorsie es aimicis ier (h) 48,000.00 

Reserve for Bad Debts............ (hb) 2,000.00 


ADAMS-BASSETT CORPORATION 
TRIAL BALANCE OF TOTALS AND BALANCES 


Totals Balances 
MSGS Dr. Cr: Dr. Cr. 

MELA LB mrareteusieticia sels jars os cterseteze $ 64,000.00 $ 64,000.00 
Accounts Receivable ....... 50,000.00 50,000.00 
Notes Receivable .......... 5,000.00 5,000.00 
Materials & Merchandise.... 53,000.00 53,000.00 
MOM Ge hctiy areas bo La aga fatiuilaviene, aresse 17,000.00 17,000.00 
PSTD Se Saks welensit/sieors iets ocoils 20,000.00 20,000.00 
Machinery® &)TO0oIS* o.:./s1< «<1 44,000.00 . 44,000.00 
Furniture & Wixtures...... 2,000.00 2,000.00 
GOOd Wally. cieleis st siaters es oes 30,000.00 30,000.00 
Accounts Payable ......... 35,000.00 35,000.00 
Notes! Payable ...-......- 48,000.00 48,000.00 
Bondswee a. et itee) cele che crete 50,000.00 50,000.00 
Reserve for Bad Debts..... 2,000.00 2,000.00 
Capital Stock Issued....... 150,000.00 150,000.00 
SUDSGPIDET Sn cre a eeeieisivsec sts ohare 150,000.00 150,000.00 
Capital Stock Subscribed... 150,000.00 150,000.00 
Suna by A SSCUSmicrccis checheees 228,000.00 228,000.00 
Sundry Liabilities and Re- 

SOMVie wetruckahete cre eis. anst ones 85,000.00 85,000.00 
Adams- Bassett & Co.— 

WERE goooucouoadode 143,000.00 143,000.00 


$1,041,000.00 $1,041,000.00 $285,000.00 $285,000.00 


Corporate ProFits AND DIvIDENDS 


The fact that the liability of corporate stockholders 
is generally limited to the amount they have invested 
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in corporate shares is responsible for the conflicting 
opinions submitted by learned jurists and accountants 
as to what constitutes a corporate profit usable for 
dividend purposes. One of the fundamental rules of 
corporation law states that profits must not be paid out 
of capital; i. e., the stockholder’s investment must not 
be returned to him under the guise of profits. Were 
this allowed, both the stockholders and the creditors of 
the corporation would be defrauded. The general rule 
is that dividends must be declared only out of the surplus 
profits of the business. The rule is simple enough, but 
its interpretation is singularly difficult. 

In previous chapters we have seen that all current 
changes in net wealth due to the regular conduct of the 
business must ultimately be reflected in the Profit and 
Loss Account. It has also been stated that certain losses 
and gains not resulting from the current normal business 
operations are not to be shown on the Profit and Loss 
Account but are to be debited or credited direct to one 
of the main proprietorship accounts, inasmuch as they 
represent the decreases and increases in capital asset 
values, not caused by the current business activities. The 
loss of a plant by fire, in the absence of insurance, would 
be chargeable direct to the Capital Account of a sole 
proprietorship or to the Surplus Account of a corpora- 
tion. A profit realized from the sale of fixed assets 
should never be allowed to affect the net profit for the 
accounting period and should be carried direct to the 
Surplus Account. When we speak of net profits, there- 
fore, we are not taking into consideration all changes in 
net wealth. 

If we admit that such procedure is proper, we must 
also make a clear distinction between the items which 
belong to the Profit and Loss Account and those which 
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are purely capital losses and gains. At this point we 
find conflicting opinions, and from the maze of contra- 
dictory evidence it is practically impossible to draw any 
definite conclusion. Court decisions, both English and 
American, exhibit marked differences in opinion. That 
the question is a vital one cannot be denied, in view of 
the rule that dividends must not be paid out of capital. 
Suppose a corporation makes a net business profit of 
$10,000.00 and suffers a capital loss of $30,000.00 which 
entirely wipes out its surplus. May it declare a $10,- 
000.00 dividend? 3 

Probably such a dividend might be legally approved. 
From the strictest point of view any capital loss which 
creates a deficit could well be absorbed by a reduction of 
the capital stock, but regular statutory formalities must 
be complied with if capital stock is to be reduced. For 
this reason most corporations prefer to retain the item 
of deficit on the books for an indefinite period in the hope 
that future profits will be large enough to allow its 
extinguishment. Here again we must emphasize that 
from a purely legal point of view, there seems to be no 
necessity for extinguishing a deficit out of current busi- 
ness profits. Ordinary prudence, however, would indicate 
the wisdom of such a course. 


Minine ComMPanNniss 


In the case of a mining enterprise where the value of 
the capital asset, i. e., the mine, is constantly being 
reduced through current operation, the accountant would 
feel that a sufficient portion of the profits should be 
applied against the book value of the wasting asset to 
extinguish it entirely at the end of its life. This is 
merely the familiar principle of depreciation in a some- 
what different form. A mine costing $100,000.00 with 
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an estimated life of ten years should ordinarily be worth 
only $50,000.00 at the end of five years, $20,000.00 at the 
end of eight years, etc. 

Where the number of tons in the ground can be deter- 
mined with fair accuracy, it is possible to base the depre- 
ciation of the mine assets upon the number of tons mined. 
Frequently it is impossible even to guess at the tonnage 
of mineral, and this possibly accounts for the fact that 
mining companies are excused from the necessity of amor- 
tizing their wasting assets. It is assumed that the 
investor in a mining corporation and the creditor of that 
corporation are both fully aware of the precarious nature 
of the venture and, therefore, do not need the protection 
which must be given to the stockholders of industrial 
enterprises. The dividends of a mining corporation 
usually consist partly of profits and partly of a return 
of capital. As long as the stockholders are aware that 
their invested capital is being returned to them piece- 
meal, no harm is done; but if they labor under the delu- 
sion that their large dividends are pure profit, their 
capital remaining intact, a grave deception has been 
practiced upon them. 


REALIZED ProFits 


It is uniformly agreed that additions to surplus brought 
about by ‘‘marking up’’ the value of fixed assets may not 
be used as a basis for dividend declarations. If a fixed 
asset is sold for an amount in excess of its book value, the 
profits made may be distributed to the stockholders, but 
until that profit is actually realized, it must not be dis- 
tributed. 

United States court decisions are somewhat hazy as to 
what constitutes net profit, and a literal reading of their 
decisions would indicate that profits must be realized in 


Corporations 325 


cash before a dividend may be paid. Many of these deci- 
sions were written by jurists who were unfamiliar with 
accounting principles and practice. This would account 
for the confusing and misleading language which they 
employ. Surely it is not reasonable to believe that the 
courts would insist that all accounting should be on a 
cash rather than on an accrual basis! One of the funda- 
mental concepts of accounting is that a profit is made at 
the time that the sale is made. It makes absolutely no 
difference whether the merchandise is exchanged for cash 
or for some other asset such as other merchandise, notes, 
or an account receivable; profit is realized at the instant 
the transaction is completed—when a cause of action has 
arisen which can be enforced against the debtor. The 
position of the legal profession in this matter of profits 
is clearly untenable, and with the gradual increase of 
accounting knowledge among our lawyers, we may look 
for a radical revision of their ideas. 


Sorip and Stock DivipENDS 


As long as surplus profits exist, a dividend may be de- 
clared even though there may not be sufficient cash to 
pay that dividend. It is perfectly proper to pay divi- 
dends in assets other than cash. Many corporations have 
declared scrip dividends, and cases have been known 
where corporations declared dividends in merchandise. 
If cash is not available in the treasury of the corporation, 
it may be borrowed for dividend purposes. The alterna- 
tive is to declare a stock dividend. 

Serip represents nothing more than the corporation’s 
promise to pay. The scrip which is issued is practically 
equivalent to cash and may be passed from holder to 
holder just as cash would be. 

When a stock dividend is declared, the procedure may 


326 Principles of Accounting 


be a simple one, consisting of nothing more than a debit 
to Surplus and a credit to Capital Stock Issued. A stock 
dividend must be issued in the manner prescribed by 
statute. 

Dividends may be declared out of the Profit and Loss 
Allocation Account, or the Undivided Profits Account, or 
the Surplus Account. While the use of the Profit and 
Loss Allocation Account is recommended, it is also con- 
sidered good practice to transfer the total net profits for 
the period to Surplus and then to declare all dividends 
from that account. As an illustration of this manner of 
booking a dividend declaration, the following transaction 
may be noted: 


BALANCE SHEET 


CAST tasietccre tie eats anise $20,000.00 | Capital Stock Issued..... $50,000.0U 
Other “Assets yi lhe cere 95,000 00 Mim Surphist en te scsi. cielo 25,000.00 
ARSE Peueainicuior cere chee $75,000.00 $75,000.00 


JOURNAL ENTRY 
Fea gO) LVY: ues ieee ae oh arian SUN Nis Weta Sida in IEE ote GS $15,000.00 
Dividends Payableries 14 spas snicieene <bercieneierccleie etareichels aeaietenene $15,000.00 
In accordance with resolution of the directors 
meeting of , 191— 


BALANCE SHEET 


(Casa rec dc rercie mos erse sie snes $20,000.00 Dividends Payable ...... $15,000.00 
Other ‘Assets ....0...5.0% 55,000.00 | Capital Stock Issued..... 50,000.00 
Surplus eo Fercweiae paste cate 10,000.00 

$75,000.00 $75,000.00 


JOURNAL ENTRY 


CBD i eitanes arose es velsials fa:aicichab eienes RLY EE Rae eet eS $15,000.00 
To pay dividends declared by Board of Directors 
, 19— 


Ss 
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BALANCE SHEET 


LOTS Dl mc ena Ae $ 5,000.00 | Capital Stock Issued..... $50,000.00 
Other Assets)... Jase es sc Hs OOO COM Surplus ew. cemitete ee aets 10,000.00 
$60,000.00 $60,000.00 


As soon as a dividend is declared, it becomes a liability 
to the stockholders and must be so booked. It very often 
happens that stockholders cannot be located, and when 
this is the case, the dividends owing to them must remain 
on the books as a lability until they can be located. Itis 
considered advisable to number each dividend declaration 
and to open a separate account for each number. 

When stock dividends are declared, the following book- 
ing would be proper: 


BALANCE SHEET 


GE ea cee Eon Serle $ 2,000.00 | Dividends Payable ..... $ 10,000.00 
Other Assets © 20122 +501. - 109,000.00 | Capital Stock Issued.... 100,000.00 
J[SUUOWE! ewan. doh deode 1,000.00 
$111,000.00 $111,000.00 
JOURNAL ENTRY 
Divadendsg Pay apleniyjccistaiveet. ore aisisie epitere.-Nelels suete (ers $10,000.00 
Capital (Stock isSued yay svete cstclaneersta cific cs eible ls oN eielausiatelaite $10,000.00 


Dividends paid in stock of the corporation as au- 
thorized by resolution of the directors dated 


S19 
BALANCE SHEET 
(Oa Agila 6 FAB CAO OOD $ 2,000.00 | Capital Stock Issued... .$110,000.00 
Other Assets ........... 109;000-008)| | Surplusie scr). ctaeteranta siete 1,000.00 


$111,000.00 $111,000.00 


In case the dividend is payable in scrip instead of in 
cash, the booking is equally simple involving a debit to 
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Dividends Payable and a credit to Dividend Scrip Pay- 
able. When the scrip is redeemed, Cash is credited and 
Dividend Scrip Payable is debited. 


7. 


8. 
SB 


TEST QUESTIONS 


. What is a corporation ? 
. (a) Name two classes of capital stock. 


(b) Describe. 


. (a) What is the stock ledger? 


(b) What is its controlling account? 


. What are reserves? 
. (a) What is unissued stock? 


(b) What is treasury stock? 


. (a) What are the four classes of opening entries? 


(b) Outline sample entries for each class. 

(a) What is donated surplus? 

(b) How is it created ? 

What is the rule regarding dividends? 

(a) Give illustrative set of journal entries reflecting the 


declaration and payment of scrip dividends. 


(b) Of stock dividends. 


nail 


CHAPTER XI 
RESERVE AND RESERVE FUNDS 


The word ‘‘reserve,’’ as commonly employed, has no 
specific meaning. It may refer to a valuation account or 
to an appropriation of surplus. A valuation account in 
a properly organized scheme of accounts should never 
be labeled a ‘‘reserve.’’? Since we find that it is so labeled 
by a majority of business men and accountants, it is 
essential that we carefully distinguish between reserve 
accounts which are appropriated surplus and those which 
are merely offsets to asset accounts. 


VALUATION ACCOUNTS 


One of the first rules of bookkeeping provides that sub- 
traction is not an operation to be employed in ledger 
accounts. The effect of subtraction is obtained by inser- 
tion on the opposite side. If an asset account has a debit 
balance of $10,000.00, which should be reduced to 
$8,000.00, it would be improper to subtract $2,000.00. 
That amount should be added to the credit side of the 
account, thus bringing the balance of the account to the 
desired figure. Instead of crediting the asset account 
itself, it is preferable to create a valuation account to 
receive the credit. Such a valuation account can never 
be considered alone, but must always be considered in 
connection with the account which it offsets. The exist- 
ence of a valuation account with a credit balance is noth- 
ing more than an indication that there exists an asset 
account, which is estimated to be overstated. If we have 
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a building worth $10,000.00, it may appear on the books 
as being worth $15,000.00 if it is offset by a valuation 
account for $5,000.00. To arrive at the estimated true 
value of such an asset, it is necessary to deduct there- 
from the balance of the offsetting valuation account. 

A valuation account is usually created as a result of 
calculations of depreciation. An asset when purchased 
may be worth $10,000.00. At the end of a year, however, 
it may be worth only $9,000.00. The $1,000.00 decrease 
may be charged to Profit and Loss and credited direct to 
the asset account, thus bringing its balance into accord 
with the fact. If it is desirable to carry on the record 
the original cost of the asset, the $1,000.00 credit will not 
be made to the asset account, but to the Allowance for 
Depreciation Account, in practice frequently designated 
incorrectly as ‘‘Reserve for Depreciation.’? The value 
of the asset is then ascertained as follows: 


Book; Statementvol sAsset) Value. cme vs arcteiausetsha tt sertothtateheses $10,000.00 
FAT owancentols WeOpheclagiOn hore cisatsieleie favor elsicelsystsie eivkakey sis ies in ors 1,000.00 
Actual’ ValuevOt WARSOE sie lini ctarets cis acvlete slereis is elistovececeeve sates enatele 9,000.00 


The loss in the value of the asset is, as we shall see 
later, an expense—a cost consequent, we will assume, 
upon operation. It takes place whether profits are made 
or not. 


True RESERVES 


A true reserve is fundamentally different from a valua- 
tion account, since it represents amounts which have been 
set aside or ‘‘reserved’’ out of surplus for some special 
purpose. We have seen that surplus generally repre- 
sents the capital which is obtained by reserving profits, 
1. e., withholding earnings from distribution to the stock- 
holders. If a corporation makes a profit in any one year 
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of $10,000.00, and only declares dividends amounting to 
$5,000.00, the balance would ordinarily be transferred to, 
or permitted to remain in, the Surplus Account, where it 
would represent capital left in the business by the stock- 
holders. Of course, a surplus need not necessarily be 
created in this way, since it may be brought into existence 
through the sales of capital stock at a premium or by the 
reduction in capital stock or by the purchase of shares 
in the open market at less than par value. But since 
these methods of creating a surplus are not the most 
frequently met, they may be ignored for the time being. 
A surplus account is, in itself, a reserve account, although 
it represents profits which have been reserved for general 
rather than for specific purposes. It may be desirable 
to segregate certain portions of this surplus under specific 
titles, but this does not change the essential character of 
the item. 

A. business which had a surplus of $50,000.00 might 
desire to provide against explosions in their factory. 
They might also foresee that the progress of invention 
and technical scientific improvements might render some 
of the machinery obsolete. Lastly, it might seem pru- 
dent to them to provide in some way against unusual 
losses due to insolvency of their customers. They, there- 
fore, set aside or ‘‘reserve’’ certain portions of their sur- 
plus to care for these contingencies. 


JOURNAL ENTRY 


AnrplusPACcoun bi.) sieiiels weiniore 4 airy efedsl ters Re ear $35,000.00 
FROSELVO .LOM EI XplOSTONS Wet ys sys lero piicaieata ie deraieiie sia uals oes $10,000.00 
Reserve for Obsolescence of Machinery................+.-- 20,000.00 
Reserve for Possible Losses on Accounts Receivable1........ 5,000.00 


1 Of course, the usual risk of bad debts is chargeable to Profit and Loss, the 
credit being made to the proper valuation account. Such a yaluation account 
would be an offset to Accounts Receivable. When a reserve is created, it repre- 
sents provision for contingent losses on accounts receivable. 
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These three reserves are still to be considered as bear- 
ing the general label of ‘‘Surplus.’’ No particular merit 
exists in creating these accounts, except in so far as they 
indicate the plans, policies, and intentions of the manage- 
ment. <A reserve may be transferred back into general 
surplus just as easily as it was taken away and this with- 
out scandal or serious criticism. The mere act of relabel- 
ing surplus something else cannot change its essential 
characteristics. 

True reserves are generally created to provide against 
contingencies, although they may do no more than fulfill 
the normal functions of the Surplus Account itself, 1. e., 
to provide a permanent increase in capital or to equalize 
dividends. 


Erect on BaLaANce SHEET INTERPRETATION 


= 


In reading a balance sheet, it is clearly essential to 
distinguish between true reserves and those so-called re- 
serves which are merely valuation accounts. Since many 
corporations do not make this fundamental and vital 
distinction, it is necessary to go behind the balance sheet 
figures in order to arrive at the actual facts. Since any 
reserve appearing on the credit side of the balance sheet 
may represent ezther surplus profits or an offset to assets, 
it is clear that the condition of the corporation cannot be 
definitely determined without investigation. 

As an illustration of the difficulties which are brought 
about by the indiscriminate use of the word ‘‘reserve,’’ 
let us consider the case of a corporation owning ma- 
chinery valued at $50,000.00, the estimated depreciation 
on which is $5,000.00 per year. This depreciation is an 
expense—is absolutely independent of profits—and must 
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be taken into consideration before gross profits may be 
determined. The usual, but erroneous, entry would be 


Depreciation of) Machineryssici-eteiactale sercie/ cits <Voreier $5,000.00 
Reserve for Depreciation of Machinery..................06- $5,000.00 
(The correct method would be to credit ‘‘ Allowance 
for Depreciation of Machinery’’ instead of ‘‘ Reserve 
for Depreciation of Machinery ’’) 


At the end of the year it is found that the business has 
been profitable and that the profits will be larger than 
usual. The directors, therefore, decide that, in addition 
to the regular annual provision for depreciation, they 
will reserve a certain portion of the profits to take care 
of possible depreciation which may be suffered in the 
future or deterioration in the nature of depreciation of a 
contingent character. This is simply a precautionary 
measure, and, while it would seem rather unnecessary if 
a consistent depreciation program had been carefully 
planned and followed, it would ordinarily be regarded as 
conservative and desirable, in view of the fact that the 
estimated life of any asset,is very little more than an 
expert guess. The creation of this contingent provision 
against possible excess depreciation will be booked as 
follows: 


Surplus (or Profit and Loss Allocation).............. $3,000.00 
Reserve for Depreciation of Machinery..............-++ee-- $3,000.00 


On the balance sheet which will be prepared at the end 
of the period there will appear an item of ‘‘Reserve for 
Depreciation of Machinery. . .$8,000.00.’’ Without inter- 
pretation this means little or nothing. On the face of the 
balance sheet the reader would have to assume that the 
machinery was worth either $50,000.00 or $42,000.00. 
There is no possible way of telling from the balance sheet 
itself that the machinery is actually worth $45,000.00, 
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although we know this to be the truth, since $5,000.00 out 
of the $8,000.00 reserve represents an offset to the book 
statement of the asset, and the remaining $3,000.00 is 
surplus appropriated for contingencies. 

If the $5,000.00 depreciation had been credited to a 
valuation account, such as Allowance for Depreciation of 
Machinery, no question could exist as to the interpreta- 
tion of the balance sheet. It would be seen that the 
$5,000.00 was a logical reduction in the book statement of 
the asset and that the $3,000.00 was a surplus item 
reserved, forming a portion of the net worth. 

Tn constructing a balance sheet it is considered best to 
show the book statement of an asset in an inside column 
and to deduct therefrom the balance of the valuation 
account, extending the net amount into the asset column, 
as shown herewith: 


BALANCE SHEET 


Dash starve re eines, aisle sins BS ioretonatle: ot Accounts Payable ........ Bites 

Accounts Receivable ..... ........ Capital Stock "ruse i415! eerieras tees 

Merchan disen 32 casi ise vies cccunie aise ate Appropriated Surplus: 

REAL EUSCALO rls praliahel'stetRee! uahoete levers ¢ Reserve for Explosions.. ....... 

Machinery ...$50,000.00 Reserve for Depreciation 

Less — Allow- of Machinery ....... 3,000.00 
ance for De- Surplusher ceases < poe ace chntt ds 


preciation... 5,000.00 45,000.00 


OGHErPA SHOALS. Veto a acca ee en haa 


True reserves should be shown as indicated in the 
above balance sheet and may be properly labeled as 
‘‘Appropriated Surplus.’? The reader who is acquainted 
with current practice in balance sheet construction will 
appreciate that such an arrangement, while strictly 
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proper, is not ordinarily employed, and he should guard 
himself against being deceived by any other balance sheet 
arrangement. 


Reserve Funps 


Surplus is not represented by any specific assets on the 
opposite side. Itis not possible generally to pick out any 
particular items of resources and to label them as being 
offsets to Surplus. Both capital stock and surplus are 
represented among the assets to be sure, but they are not 
specifically tied up to particular assets. Since reserves 
are only appropriated surplus, they are represented by 
assets in general rather than by particular assets. This 
does not mean that particular assets may not be set aside, 
but that they need not necessarily be. A good example 
of this is to be found in corporations engaged in hazard- 
ous occupations, such as powder mills. In anticipation 
of explosions, it is customary for them to create a fund 
consisting of liquid assets, such as cash or readily mar- 
ketable securities. The creation of such a fund is a 
simple matter and requires nothing more than an entry 
as follows: 


Cantingonty Win dy (Cash) rr otecettalel stele) seis selene sictal\ clalyis t Barreek ice 
ar Pere ores alas, arateraiteseevan in Sloe. 3.0) sa tonie Stel bao) oucgotecenenebereieteonaetae Sire eee 


Such a fund consists of assets which have been 
specifically ‘‘earmarked’’ or put away for a special pur- 
pose, and in the absence of restrictions, the funds may 
be used for purposes other than the one suggested at its 
creation. 

Certain kinds of funds are generally put in the hands 
of trustees and, when this has been done according to a 
restrictive agreement, the fund cannot be expended for 
other than its original purpose. 
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There is no accounting connection between the creation 
of a money fund and the creation of a reserve, although it 
often happens that the two are born at the same time and 
as the result of the same policy. A fund may be created 
without a reserve, and a reserve may be created without 
a fund, or both may be created at the same time for the 
same purpose. Let us assume the case of a company 
with a Reserve for Contingencies amounting to $10,000.00. 
If an explosion takes place, entailing a loss of $5,000.00 
in assets, the asset accounts will be credited and the Re- 
serve Account debited. If the assets are replaced, the 
asset accounts will be debited and Cash will be credited. 

Tf, in addition to the reserve account, the corporation 
had accumulated a money fund amounting to $10,000.00, 
the entries might be as follows: 


Reserve LOrsCONLIN SEN CLES ys.) 2i-1sicue oteleleeisioleieiey+ieisiet ohsiei= $5,000.00 
Sundry eASSCts tac secre, b.c5 oceeeaey el onsiegatenate eezetens ree cot slenonerecatereremerene $5,000.00 
(Charging the loss by explosion of ,» 19—, to 
the contingent reserve created for that purpose) 
Sundry tA Ssets ar, o. ofencie cnalole tele cksis Reopstoutvomiarstae Pom reiey ents $5,000.00 
Contingent) Hiumd (cash) Giese liveries aisiaesieicieileiekerrieiciareicior $5,000.00 
(To set up as assets the new buildings created from 
the special cash contingent fund for explosions) 


The difference between the first and the second ease is 
that no fund exists in the one and, therefore, general Cash 
was credited for the amount required to rebuild. In the 
second instance, a cash fund was available and the fund 
account was credited, leaving the balance of the general 
Cash Account untouched. 

A fund may be created all at one time or be built up 
during a series of years. In either case the entry is a 
debit to the Fund Cash Account and a credit to general 
Cash. It may be deemed desirable to make a yearly pay- 
ment to the fund equal to the amount credited to the cor- 


Reserve and Reserve Funds 337 


responding reserve, but this does not alter the fact that 
the creation of a fund and the creation of a reserve are 
separate and distinct operations. 


Stmnxinc F'unps 


A great deal of confusion has been found to exist 
regarding sinking funds for the redemption of debt. 
When bonds are issued, it is often customary to provide 
in the trust deed that a sinking fund must be provided 
for the redemption of the bonds at their maturity. As 
a rough example, we may assume that bonds amounting 
to $50,000.00, payable in ten years, have been issued and 
that a sinking fund is to be formed to take care of this 
indebtedness at its maturity. This simply means that 
$5,000.00 must be set aside each year in a special fund, 
and the bookkeeping entry may be: 


OE TIP Amiew Sicha dGka satin eatec cin eens CIO DIO Or iofacemEcrosinns 4c mony ainune $5,000.00 


This operation is repeated each year until the end of 
the ten years, when the amount in the sinking fund will be 
equal to the bonds outstanding. When the bonds are 
paid, the entry may be: 


Bonds Payable mart cisyl-/1ptertksrcr= AS PE ONO Pagic © $50,000.00 
Sood omye edible posh AAA PTS mr aan oot ea bo sido oad ss Gage $50,000.00 


If the deed of trust had specified that payments to the 
sinking fund should be made out of profits or earnings, it 
would have been necessary to create a sinking fund re- 
serve in addition to creating the sinking fund itself. Each 
year the entries would be: 


Sinking wbiund a ( Cash Pr creire yo mictereis ha aeree teres ars ee $5,000.00 
COSTE Sry esi toleciacic Miao inca onerStetoloh er orakeP Maton eae teh cetoxavee: santate $5,000.00 
Profit and Loss Alloeation......................... 5,000.00 


Reserve for Sinking end ways: peor tele ities vee eles ea 5,000.00 
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At the end of the ten years the books would indicate 
that the sinking fund held $50,000.00 and the Reserve for 
Sinking Fund had been credited with $50,000.00. When 
the bonds are paid, the entry would be: 


Bonds Pay allo me crterevey ster orelerer oie vens! tales vets lnuelets eterele tetet $50,900.00 
fSpinlisheves JAMIL (CONN) ..5 sooo nuo dont oon Hobos Aen yDas 0905 $50,000.00 


This would leave the Reserve for Sinking Fund still 
standing on the books. What entry must be made to dis- 
pose of it? The usual procedure is to transfer it to Sur- 
plus. The payment of a debt cannot, by the very nature 
of accounting science, affect Profit and Loss. When a 
debt is created, assets are received, and when a debt is 
paid, assets are parted with. Neither of these transac- 
tions serves to increase or decrease the profits. A man 
who borrows $50.00 today and repays it tomorrow has 
lost nothing. His entry when he borrowed the money 
was: 

Waste atone ciopere aie tise cleus levers s: tater el oieroial ofetal Siete otelet ene feral Cueusierety $50.00 


Cash Fic er so atecstatexeratss ays leualieiayele aetiots sce leis cle vouelessherataciegohen aeraretetore crs $50.00 


When a corporation borrows $50,000.00 for ten years 
the same principle is involved. It is, therefore, unneces- 
sary and, in fact, improper from the accounting stand- 
point to create a sinking fund reserve, since it must 
eventually find its way into the Surplus Account, and it 
might just as well have been credited to that account in 
the first place. The reason that such a reserve is required 
by the bondholders is that it offers them additional secur- 
ity for their indebtedness. A reserve for sinking fund 
cannot be dissipated by dividend declarations, but must 
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be left untouched until the debt is paid. After that it 
may be transferred to Surplus and then used as a basis 
for dividend declarations. The creation of such a re- 
serve is really a doubt cast upon the items which go to 
make up the surplus and acts to lessen the Surplus bal- 
ance, which is tempting the stockholders and directors to 
declare dividends to the danger point. 

It should be realized that the creation of a cash fund 
does not make a corresponding liability reserve any more 
secure, since a reserve may, it seems generally at any 
time, be thrown back into Surplus or utilized for purposes 
other than that for which it was created. 

Sinking fund assets are, as stated, usually in the hands 
of sinking fund trustees. Trust companies or banks fre- 
quently act as such trustees, and it is their duty to safe- 
guard the interests of the bondholders. The sinking 
fund installments are paid over to them on certain 
definite dates, and the corporation thereafter exercises 
no control over the fund, although it does carry the fund 
as an asset. It is customary for the trustees to invest 
sinking funds in particularly conservative securities, and 
the income from these securities belongs to the sinking 
fund and must be charged to the Sinking Fund (asset) 
Account. Those returns on sinking fund investments 
may be treated as ‘‘other income’’ or may be credited 
direct to the corresponding Sinking Fund Reserve, if 
there is one. The latter plan seems to be authorized by 
the best modern practice. 


Sinkinc Funp INSTALLMENTS 


The operation of compound interest serves to increase 
the fund more rapidly than the bare amount of the annual 
installments. These annual installments must, therefore, 
be figured so that at the maturity of the bonds the sum 
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of the installments, plus the interest on sinking fund 
investments, will be exactly equal to the required amount. 
The calculations in connection with sinking fund accounts 
are rather complex and ordinarily require the use of 
logarithmic tables. Tables have been prepared, how- 
ever, which will do away with making these intricate cal- 
culations, and a section of such a table is shown herewith. 
It will be noted that if interest is disregarded, it will 
require an annual installment of $100.00 in order to 
redeem an indebtedness of $1,000.00 in ten years. When 
we take into consideration the fact of interest, it is found 
that an annual installment of $79.50, paid in at the end 
of each year, will be sufficient. 

Tur ANNUAL INSTALLMENT, PAYABLE AT THE END oF HacH YEAR, RE- 


QUIRED TO REDEEM $1,000.00 IN FROM 1 TO 20 YEARS aT A 5% RATE 
OF INTEREST 


YEARS INSTALLMENT 

Without Compound 
Interest 5% Interest 

DUP iets cree tcavers lcacreticahe $1,000.00 $1,000.00 
Dy AIR a Aaanrera ie lanes volehcustons cele 500.00 487.80 
Serials is ve alapeueie cineca atenate 333.33 317.21 
AN eieicicla aide store ome states 250.00 232.01 
Ey Uh edited pict tek esate siete 200.00 180.98 
Gi, sldnoeca cuetats sii eearate 166.66 147.02 
Ta Siaete asia nNetehersiec sree ote. ¢ 142.85 122.82 
Side oo eintueeeteho ielsiere cists 125.00 104.72 
Diceoecace hence tarsns or eiehele rea hate 111.11 90.69 
SL: aeeh fats Noradererayeroheveharoreite 100.00 79.50 
Ne Ra Os Sober 90.91 70.39 
LD ea seine ornlemererame meer iee 83.33 62.83 
TOT iets ciate setpene ls aeeeeterere 76.92 56.45 
DA PW hes ace'acactieretaton eters 71.42 51.02 
ADO ie Pehla Saale asteteaets 66.66 46.34 
LG irene sites cre lelenictoterseanelonets 62.50 42.27 
ME Grelsicte els ofe ace ahotetoteraustene §8.82 38.70 
Sys, erecta doles sleleval choker 55.55 35.54 
Oe stoye ce, ia ah bebaraieiong ohio ' §2.63 32.75 


PAN seeteieve cial’ gias:avets sicitene 50.00 30.24 
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The formula by which these figures are reached is as 
follows: 


i 
(eat 


This formula gives the annuity which would amount 
to $1.00 in ‘‘n’’ years. ‘‘i’’ represents the interest on 
$1.00 for one year. In order to solve this formula it is 
necessary to use logarithms, but we can illustrate it if 
we use a short period of time, such as four years, and 
multiply without the aid of the logarithmic tables. In 
this formula ‘‘i’’ equals .05 (the interest rate) and ‘‘n”’ 
equals 4 years. Therefore, 


1 05 
—_—_—_——- equals -——_—_———— 
(1 -+1i)"—1 (1.05)4 —1 


The value of (1.05)* can be determined by simple multi- 
plication as being 1.2155 +. By subtracting 1 from this 
we get the amount which must be divided into the 
numerator: 

05 


.2155 


When the required division is made, the arithmetical 
result is .23201. Since the calculation was made for 
$1.00, we must multiply by 1,000 in order to obtain the 
proper figure for $1,000.00. .23201 x 1,000 — $232.01, 
or the amount required to redeem $1,000.00 in four years 
at 5%. Where n (number of years) is a large figure, it 
will be necessary to use logarithmic tables in order to 
obtain the value of (1 -+ i). 


342 Principles of Accountmg 


SECRET ‘RESERVES 


Much has appeared in the popular press during recent 
years about secret reserves. Some of our largest corpo- 
rations are accused of having created such reserves. A 
secret reserve, as the name implies, is a ‘‘non-ledger 
asset’’; that is, it does not appear on the books and is, 
in fact, not a reserve at all in the sense in which we have 
been using the word. A secret reserve simply means 
that the company’s net worth is understated, and this 
may be done in one or two ways. 


1. Some of the assets may be understated 
or even entirely omitted. 
2. The liabilities may be overstated. 


Assets may be understated by charging capital expendi- 
ture to Revenue or by making excessive depreciation 
charges. 

The advantage of a secret reserve is that the company 
is thereby enabled to absorb a large unexpected loss with- 
out anyone being the wiser so far as the book accounts 
are concerned. When the loss is suffered, enough of the 
secret assets are brought on to the books to offset entirely 
the assets which were lost. It is related that in a recent 
panic one of the large banks in Chicago was enabled to 
charge off more than $1,000,000.00 worth of doubtful 
accounts without any affect being noted on the net worth, 
as shown by the financial statements. 

As to the legitimacy of the secret reserve there can be 
but little question. Accounts serve no purpose unless 
they tell the truth. An understatement of assets is theo- 
retically just as wrong as an overstatement of assets. 

Practically, many business men and accountants favor 
the creation of a secret reserve, and there may be some 
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justification for it in the case of a bank, whose very exist- 
ence is dependent upon public confidence and which can- 
not afford to admit large losses, particularly during 
years of depression and panic. There is but little war- 
rant for the creation of a secret reserve by the ordinary 
corporation. The fact that such secret reserves have 
been looked upon as evidencing conservatism has been 
responsible for some stock market manipulations, from 
which the public has suffered. Obviously, if a company’s 
net worth is understated, the holders of its stock will 
part with it for less than if the accounts told the truth. 
There can be no question but that such understatement of 
assets or overstatement of liabilities has been sometimes 
made for the sole purpose of enabling the officers and 
directors to purchase stock of the corporation for less 
than its real value. 

Many railroads of this country have been creating 
secret reserves for years through charging capital 
expenditures to Revenue. Railroad companies have con- 
structed many miles of double track without setting up 
the increased value in the Property Account. 

The tendency of modern accounting is distinctly against 
misstatements of fact, even where such statement is made 
following out a policy of ‘‘conservatism.’’ 


SUMMARY 


In closing this chapter it seems desirable to reiterate 
one or two of the principal points which have been 
brought out. There is considerable danger of confusion 
even among accountants as to funds and reserves. There 
is necessarily no connection between the creation of asset 
funds and the creation of reserves, and the fact that they 
are often created at the same time and in the same 
amounts is responsible for much of the misconception 
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which exists. Reserves may be created without corre- 
sponding funds, and when this is done, the reserve is rep- 
resented by the assets in general and not by specific assets. 
Even after reserves are created and funds established, 
a fund may in some cases be used for other purposes, 
leaving the reserve standing on the books. Or the reserve 
may be eliminated without any change in the Fund (cash) 
Account. This absolute independence of the two is 
purely an accounting independence, and where a corpora- 
tion pledges itself in a trust deed to certain fund and 
reserve procedure, it must abide by the terms of its 
agreement. 

The distinction between valuation accounts and reserve 
accounts is of exceptional importance. <A true reserve is 
nothing more than surplus which has been appropriated 
or ‘‘earmarked”’ for a specific purpose. <A reserve need 
not necessarily be created from a surplus account, but 
may come from the same accounts that feed the surplus, 
i. e., from the Profit and Loss Account or from the Profit 
and Loss Allocation Account. It is essentially a portion 
of Surplus, even though it comes from Undivided Profits, 
since the balance of Undivided Profits, which is trans- 
ferable to Surplus, is diminished by the amount of the 
credit to Reserve. 


TEST QUESTIONS 


1. (a) What is a reserve? 
(b) What is a valuation account? 
(c) What is the proper balance sheet treatment of each? 
2. What are reserve funds? 
3. What accounting relation exists between reserve funds 
and reserves? 
4. (a) What is a sinking fund? 
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(b) What is meant by ‘‘creating a sinking fund out of 
profits’’? 
5. (a) How are sinking fund installments calculated? 
(b) What entry should be made for interest received on 
a sinking fund? For interest accrued on a sinking fund at the 
end of an accounting period? 
6. (a) How may secret reserves be created ? 
(b) Are secret reserves ever justifiable? 


CHAPTER XIJ 
DEPRECIATION 


One of the unalterable laws of nature is that of the 
disintegration—generally the ‘‘wearing-out’’—of all 
material things. It is universally observed that any kind 
of property loses its usefulness as time passes. This loss 
is principally caused by the wear due to its employment, 
although other factors may contribute to the same end. 

When we speak of ‘‘depreciation,’’ we are referring to 
this well-known phenomenon, but the word applies more 
particularly to the wearing-out of perishable material 
property owned by a business other than that which is 
intended for resale. Illustrations of such perishable 
material property are buildings, machinery, fixtures, roll- 
ing stock, and tools. While some merchandise unques- 
tionably lessens in value, due to the passage of time, it 
will be understood that the term ‘‘depreciation’’ does 
not ordinarily refer to anything except assets of the 
above nature used by a business. 

As Professor Hatfield has so well stated, ‘All 
machinery is on an irresistible march to the scrap heap 
and its progress, while it may be delayed, cannot be pre- 
vented by repairs.’’ This gradual diminution in value 
and utility of fixed assets must be recognized in the books 
of account. Surely if a machine is worth less each year, 
the accounts representing that machine must reflect its 
diminishing value rather than its original purchase 
price. 
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DEPRECIATION A Cost 


This loss in value is a cost of doing business, just as 
much as labor, fuel, oil, or any other cost which is 
incurred in order that the business may operate. If a 
two years’ supply of coal should be purchased, it is clear 
that the proper entry at the time of purchase would be a 
debit to Coal (an asset account) and a credit to Cash or 
Accounts Payable. At the end of the first year the Coal 
Account would be credited with the amount of coal used 
during that year, a corresponding debit going to the Coal 
Used Account (an expense account). Thus, the Coal 
Account would be reduced to the amount which repre- 
sented the inventory value of the coal remaining on 
hand. If, during the second year, all the remaining coal 
were consumed, the Coal Account would, by similar 
entries, be entirely balanced. 

This procedure, which is universally used in handling 
supplies, is exactly similar to the procedure employed in 
booking depreciation. Assume that instead of buying 
coal the company had bought a machine which was of 
such a nature that it would wear out in about two years. 
At the end of the first year the asset account representing 
that machine might be credited for one-half the cost and 
an offsetting expense account charged. At the end of 
the second year the same entry would be made, thus 
wiping the asset account off the books entirely. The 
point to be noted is that the machine is used up or con- 
sumed in exactly the same way, though not necessarily at 
the same speed, that the coal is consumed. The mere fact 
that the average life of a machine is considerably greater 
than that of the average purchase of supplies does not 
affect the method of treatment. If a machine could be 
bought which would last one hundred years, it would be 
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necessary to spread the cost of that machine over the 
years of its usefulness, i. e., perhaps charging one- 
hundredth of it each year to Expense. 

Unless it is recognized that the value of a machine must 
be spread over the entire accounting periods which use 
it, it is clear that the total cost of the machine will appear 
as an expense of the last accounting period when it finally 
proves unserviceable, and this is contrary to one of the 
most fundamental principles of accounting. It would 
not be erroneous to conceive of all machinery and build- 
ing accounts as representing deferred charges to Opera- 
tion, differing in no way from the prepaid items which 
are ordinarily so classified. It will be easily recognized 
that the number of periods over which a deferred charge 
is to be distributed can be of no importance in determin- 
ing the character of that deferred item. <A deferred 
charge to Operation which will be wiped out in two years 
is not fundamentally different from one distributable over 
a fifty-year period. 


FLUCTUATION AND DEPRECIATION 


At this point it should be clearly noted that there is a 
fundamental difference between depreciation and fluc- 
tuation. A fixed asset may fluctuate in value, but such 
fluctuation would ordinarily not be recognized on the 
books. This is because fluctuation in the values of such 
assets may be attributed to causes outside of the business 
itself. Depreciation, on the other hand, is a lessening 
in the value of property, inevitably brought about by the 
wear and tear of constant use and the lapse of time. 
Depreciation is inevitable—fluctuation is not. Deprecia- 
tion operates only to lessen values. Fluctuation may 
either lessen or increase them. Fluctuation in the value 
of fixed assets, either favorable or unfavorable, should 
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generally not be recognized on the books of account nor 
taken into consideration in arriving at yearly profits. 
Depreciation, on the other hand, must be booked before 
profits can be determined. 


APPRECIATION 


The argument is often heard that the depreciation of 
plant may be offset by the increase in the value of land. 
This might prove true if the land were to be sold, but 
since it is a fixed asset and essential to the conduct of the 
business, it will presumptively not be sold unless the busi- 
ness is sold with it. Any favorable fluctuation in the 
value of the land will, perhaps, never be realized, while 
depreciation is an actual loss, the consummation of which 
is certain. When machines wear out and must be 
replaced, it would usually prove impracticable to sell 
real estate in order to produce the necessary funds. This 
clearly indicates that the nature of fluctuation is entirely 
different from that of depreciation and that the one can- 
not be considered an offset to the other. 

It is important that the reader should realize that 
depreciation is a cost. Many companies state their 
profits without taking depreciation into consideration, 
and many others book depreciation only during prosper- 
ous years, ignoring it entirely during less favorable 
periods. To state profits before depreciation has been 
taken account of is equivalent to stating profits before 
wages have been considered. No profit can possibly 
exist until current depreciation has been provided for 
out of gross revenue. — 


Causts oF DEPRECIATION 


The depreciation of an asset may be due to one or more 
of the following causes: 
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1. Wear and tear consequent upon use. 

2. Deterioration due to passage of time and 
exposure to the elements. ' 

3. Obsolescence. 

4. Inadequacy. 

5. Accident. 


The total depreciation of a given asset may be due to 
any one or all of these five items. Ten years ago a 
machine was bought for $800.00. Today it must be dis- 
posed of to the junk-dealer because it is no longer of any 
use. Nearly $800.00 worth of value has disappeared, and 
this may be due solely to the wear and tear of constant 
use. The machine may be absolutely worn out. On the 
other hand, it may be that it has seen only a moderate 
amount of active service and that its deterioration has 
been due to exposure to the elements. 

The third possibility is that the machine has proved 
madequate for the service demanded of it. It may be 
practically as efficient as the day when it was bought, but 
time and conditions have resulted in greater demands 
being made upon the machine which it cannot meet, and 
it therefore must be replaced by a newer and a more 
efficient type, in spite of the fact that its life may not be 
half spent. 

Another cause which often induces manufacturers to 
eliminate a perfectly good machine is that of obsoles- 
cence. The progress of invention in this country is very 
rapid. Improvements in every art and science come 
about rapidly. In order to keep up with severe competi- 
tion the management must continually replace good 
machines with better ones—with newer inventions. 

The final subdivision for lessening value may be accv- 
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dent, but this can be dismissed since it should be, and 
usually is, covered by insurance. 

In examining these several causes of decreasing value, 
it is clear they may be divided into two distinct groups— 
one consisting of those items which can be foreseen and 
planned for, the other comprising those which are uncon- 
trollable and usually unforeseeable. 


Class 11 (which can be foreseen and planned for). 
(a) Wear and tear consequent upon use. 
(b) Deterioration due to the passage of time 
and exposure to the elements. 
Class 2! (cannot be foreseen or planned for). 
(a) Obsolescence. 
(b) Inadequacy. 
(c) Accident (usually covered by insurance). 


Class 1 represents certainties, and Class 2 represents 
contingencies. The causes in Class 1 are inevitable and 
must be provided for out of gross revenue. It is an 
expense of the same nature as ‘“‘labor’’ or ‘‘supplies 
used.’’ The proper method of booking depreciation of 
this kind is to charge the amount to an expense account, 
either crediting the asset account with the same figure, 
or even better, crediting a ‘‘valuation account,’’ for rea- 
sons heretofore given. Such an expense account may be 
called simply ‘‘Depreciation’’ or ‘‘Provision for Depre- 
ciation.’’ The valuation account may be appropriately 
termed ‘‘ Allowance for Depreciation.”’ 

When the rate of depreciation has been determined, a 
charge is made to the Depreciation (expense) Account 
and a credit to Allowance for Depreciation at the end of 
every accounting period. When the asset is finally dis- 


1 These two classes have been called ‘‘physical’’ and ‘‘functional,’’ re- 
spectively by some accounting authorities. 
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posed of, the asset account is credited and the valuation 
account is debited. The amount received for the asset as 
‘Junk’? is also credited to the asset account directly or 
indirectly through the valuation account, and any small 
balance which remains standing on the book as an asset 
should be disposed of by a charge to Depreciation for the 
current period. 

It is clear that no one can ever forecast exactly how 
long an asset will remain useful or exactly how much it 
will bring when sold for junk. Hence, there may be a 
balance in the asset account, which has not been provided 
for by the depreciation plan. As an example of the 
proper method of treatment in such a case, let us assume 
that the books of a company show the Machinery Account 
with a debit balance of $800.00 and the Allowance for 
Depreciation Account with a credit balance of $700.00. 
The machine is disposed of for $50.00, and a new machine 
purchased for $1,000.00. The fallowine entries will cor- 
rectly book the transactions: 


Allowance: for Depreciation (i. 2). cho sieve sisivi els cise ele ane a $ 700.00 
DS Precis tl OMe A CCOUN timetsiaiclarsial slates oeuelelenchetarstt rater eens 50.00 
Coaesl a Masts states sictstiss Se at stadia’ atebin ake tencic tera elateuene ouareis ets chaise 50.00 
Maehinery Account saernia certoiaisbalere a tacyie: tee ae eee eek eee $ 800.00 
Machinerys-A ceount stew sitectus cinerea -ohatthe te teuancben terete 1,000.00 
Case ss, crerbiats tegerett arate ns ater at Us eaoi etal Lakasnen cach eigen reinie eke iene 1,000.00 


CoNnTINGENT DEPRECIATION 


The causes included in the second class should properly 
be provided for by a true reserve, i. e., surplus appro- 
priated for contingencies. Ordinarily it cannot be con- 
sidered as a cost of doing business, and since it cannot 
be foreseen or guarded against in any definite way, it 
should be classed with all other contingencies, such as 
explosions and extraordinary casualties, and provided 
for by a reservation of profits. 
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Many accountants and engineers do not take this view 
of depreciation, and it is obvious that in some cases it 
would be grossly improper. In certain lines of business 
the obsolescence of machinery may be anticipated almost 
as certainly as depreciation due to wear and tear. Exam- 
ples of such industries are those connected with the use 
of electrical equipment. Improvements and inventions 
in electricity can be foretold with some degree of accu- 
racy, and obsolescence can, therefore, be planned for in 
advance; but in the more established lines of manufac- 
turing, revolutionary improvements cannot be foreseen, 
and if they are to be provided against at all, the provision 
should be in the nature of a reservation of profits. 

When a clear distinction is made between these two’ 
classes of causes, the balance sheet may exhibit two dis- 
tinct classes of provisions for the losses. The balance 
of the valuation account will appear on the left side of 
the balance sheet as a deduction from the cost of the 
asset, while the reserve account will be shown as an item 
of appropriated surplus on the right. 


REPLACEMENTS 


When replacements of assets are made, the fixed asset 
account, representing the asset which has been elim- 
inated, should be entirely closed out and a new asset 
account opened for the incoming asset. Some authori- 
ties justify an adjustment in the old asset account, which 
they feel accomplishes the same purpose, but frequently 
such an adjustment is not clear to anyone except the man 
who made it. 


Priant LEDGER 


It is clear that the rates of depreciation for different 
assets will vary considerably, and yet it will be impossi- 
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ble for the ordinary business to carry an account on its 
General Ledger for each individual asset. The use of a 
subsidiary ledger and a general ledger controlling 
account will solve this difficulty. This subsidiary ledger, 
which may be entitled the ‘‘Plant Ledger,’’ carries a sep- 
arate account for each plant unit, whether it be a building 
or a machine. A controlling account in the General 
Ledger, which may be called ‘‘ Machinery and Buildings,”’ 
will represent the total value of the various plant units. 

Each plant ledger account (Figure 71) may be ruled 
so as to show the depreciated value of the machine from 
year to year, while the general ledger controlling account 
will be offset by a valuation account. In this case the 
Plant Ledger is represented by two accounts in the Gen- 
eral Ledger, and the total of the balances of the Plant 
Ledger will be equal to the total of the Machinery and 
Buildings Account less the balance of Allowance for 
Depreciation of Plant and Machinery. In this case 
neither the Machinery and Buildings Account nor its 
valuation account is a true controlling account, but the 
two taken together constitute a complete control over the 
Plant Ledger. 

As a simple illustration of this kind of control let us 
assume that a Machine Ledger is controlled by the two 
general ledger accounts—Machinery and Allowance for 
Depreciation of Machinery. The machine ledger trial 
balance at a given date might appear as follows: 


MACHINE LEDGER TRIAL BALANCE 


aM EY ab hil: pA Cs Aan eR Ae eee HAO SAG cScrg SoG HLTA ae $1,000.00 
WE Yo hil) SON ee rae COME 6 ao bidGaaiSiams O86 ac 1,000.00 
IUETO tuhiys) OO OPES co ane onto AY otic thsioo ASO OSS OAS Goins 1,200.00 
Machine si AD uta). '..s: ccs o's 'e ciedeleiesstette speek cima he mie ee eee 1,800.60 
Machine jos Bi tcebr tees fis: ss alan alelelehars octets ate mittee area cree ee 900.00 
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Fic. 71—Plant Ledger Page 
(By courtesy of Harl A. Saliers, Ph. D., author of Principles of Depreciation) 
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The general ledger trial balance shows the Machinery 
Account with a debit balance of $7,500.00, and the Allow- 
ance for Depreciation of Machinery Account shows a 
credit balance of $1,600.00. 


IM ACHING Try tien Dated Siete tote iste vat caesie, dttats anets hstater sealers egerae 6 ge MDL OU 
eds ValiationeACCOUliuecrsceren emt citicte etait telete/aioetsintaia tatseetetats 1,600.00 
Balance (agreeing with Machine Ledger)................. $5,900.00 


Carrying this illustration still further, we depreciate 
Machine ‘‘ A’’ $200.00. To do this we must charge Depre- 
ciation with $200.00 and credit Allowance for Deprecia- 
tion of Machinery with $200.00 and also credit the 
Machine ‘‘A’’ Account in the Machine Ledger with 
$200.00. After this has been done the books will appear 
as follows: 

Macuine LepGrer TRIAL BALANCE 


IMA CHING 2s CAL. ii Srlbictebs: eve ntewsrortt els usisie Siete. tis ict eteisl olathe: aratahen cnet nap OOLOU 
MaChin ers Bry. . Neanareces ccc eee ee TaTe Sets ee ree eaten 1,000.00 
Machine: SOU. sciasseste. cay streletevade aloiate sisters aca bat spelen cane slots eee ai 1,200.00 
Machine Wwe te.citicie aitsites mite ere sree cee ae wero a ere Shee ate oe 1,800.00 
Machines SB 292,22 tas hist stare «inet ietehates tess cellent orotate a ote ctor cacenen ae $00.00 

ROC ALR a ierccesons sie orsrolatevete outa ohs “a levatalle lars ay niaielitieiera tne eolsterer Blots $5,700.00 


The general ledger trial balance figures exhibit the 
following, which clearly indicate the nature of the plant 
ledger control: 


IMA CHINGL Vi. iiss acs oie de siaiele eRe e Cle see aero etl Pte aT ne $7,500.00 
Less—-Valuation Accountsantcsie co tacie casio teh ees eelctaelneine 1,800.00 
Balance (agreeing with Machinery Ledger)............... $5,700.00 


Tue Rats or DEPRECIATION 


Now that the method of handling depreciation on the 
books is clearly in mind, it is necessary to consider 
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analytically those factors which determine the rate of 
depreciation. In other words, now that we have ascer- 
tained how to charge off depreciation, it is also necessary 
to consider how much should be charged off. 

With the elimination of the causes in Class 2, the 
amount of depreciation to be charged off must depend 
upon: 

1. The original value of the asset. 
2. The residual or scrap value of the asset. 
3. The ordinary life of the asset. 


To illustrate this point assume that a machine is pur- 
chased for $10,000.00 and that similar machines under 
similar conditions have had an average life of nine years 
with an average residual value of $1,000.00. It is fair, 
therefore, to estimate that this particular machine will 
also remain in active service for nine years and that at 
the end of that time it may be sold for approximately 
$1,000.00. The amount to charge off is the original value 
less the residual value ($10,000.00—$1,000.00), or 
$9,000.00, and this amount must be spread over the life of 
the asset, i. e., nine years. Whether this amount should 
be charged off at the rate of $1,000.00 per year or on some 
other basis will be discussed a little later. At present 
the important point is the method of determining the total 
amount which must be charged off and the total number 
of accounting periods over which the charge is to be 
spread. 

The factors which determine the rate are partially 
known and partially indeterminate. The original value 
or purchase cost of the asset is known. Its residual or 
scrap value may be foretold with a fair degree of accu- 
racy. But the life of the asset is difficult to determine, 
inasmuch as it is dependent upon at least eight factors: 
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. Character of the asset. 

. Use of the asset. 

. Surroundings of the asset. 

. Character of the plant management. 
. Climate. 

. Line of industry. 

. Carefulness of installation. 

. Skill of employees. 


OND oOr WW FH 


These matters are not for the accountant, but pertain 
peculiarly to the field of the engineer, whose estimate as 
to the life of an asset must be depended upon. Having 
been given this figure and knowing the original value and 
the probable residual value, the accountant’s duty is to 
book the depreciation from year to year upon one of the 
several universally accepted depreciation methods. 


DEPRECIATION MetHopDS 


The best-known method of depreciation is that entitled 
the ‘‘straight line method.’’ Its name arises from the 
fact that a graphical representation of the depreciated 
value of the asset from year to year forms a straight line. 
Under the straight line method the total amount to be 
charged off is distributed equally to each of the account- 
ing periods. Thus, an asset costing $800.00 with a resid- 
ual value of $200.00 and a life of six years would be 
charged off at the rate of $100.00 per year. (See Figure 
72.) The objection to this method is that it does not do 
what it is designed for, i. e., spread the burden equitably 
over the accounting periods, because just after a machine 
is purchased, it requires little or no expenditure for 
repairs and maintenance, while in the latter years of its 
life it requires considerable in the way of upkeep. The 
figure which must be evenly spread over the machine’s 
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Fig. 72.—Chart Illustrating Depreciation Methods 
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life is clearly the swm of ‘the depreciation charge plus 
the items of maintenance and upkeep, and in the latter 
years this sum is much greater than in the earlier years 
if the ‘‘straight line method”’ is used. 

The idea underlying the straight line method is clearly 
correct, since the use of a machine benefits one period no 
more and no less than any other period and, if possible, 
each period should bear an equal part of the total expense 
of that machine. With the straight line method of depre- 
ciation, however, the burden on the last few periods of 
the machine’s life is greater than on preceding periods, 
because of the heavy increase in the repairs and main- 
tenance cost. 


Repuctnc Bauance MetHop 


To eliminate the objections which have been made to 
the straight line method an alternative has been pro- 
posed, which is entitled ‘‘the reducing balance method.’’ 
Instead of the depreciation rate being a given percentage 
of cost, the percentage is taken on the diminishing bal- 
ance. Clearly the percentage must be greater under this 
system than when the straight line method is used if the 
same amount is to be written off in the same length of 
time. The formula for obtaining the percentage which 
must be used in the reducing balance method is some- 
what complicated and involves the use of logarithms, but 
tables have been prepared which furnish these percent- 
ages. As an illustration of the reducing balance method, 
assume a machine costing $800.00 with a residual value 
of $200.00 and a life of six years. It may be determined 
either mathematically or by the use of a table that the 
proper per cent figure to use is 20.5%, which is to be 
taken on the reducing balance and not on the original 
cost. 
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Repucina BALANCE METHOD 


End of Year Depreciation Book Value ot 

Asset 
RSS A caches Seni eis De OR Oe $164.00 $636.00 
LOO Oitewarscvateeustosh orsvebene niece tevetelnre dal eiakers 130.38 505.62 
LOOSee eee fer he See ore OE ae 103.65 401.97 
FLO OAS beh 5.52.3 Seas Sa eed le ates hee ema 82.40 319.57 
DOG Bos Sesiarhas b oratete tereke rave vehare lene one 65.51 254.06 
DSR Reon os He tin se emecaes 52.08 201.98 


Note.—This percentage does not quite reduce the book value of the asset 
to $200.00, but the small discrepancy may be thrown into the depreciation of 
the last period. 


With the reducing balance method the burden of depre- 
ciation is much heavier in the earlier years of the 
machine’s life than in the later years, the expectation 
being that the increased burden in repairs and main- 
tenance in the later few years will tend to make the 
total annual burdens substantially equal. 

Since the formula which is used for determining the 
required percentage is somewhat difficult to apply, a 
substitute method which gives good results is sometimes 
employed. The method of applying this substitute plan 
will be apparent from the following example: Assume 
a machine costing $800.00 with a residual value of $200.00 
and an estimated life of six years. A continual reducing 
fraction may be determined which has as its denominator 
the sum of the figures of the machine’s life. 


1 year 
2 years 
3 years 
4 years 
5 years 
6 years 


21 —- denominator of the fraction 
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At the end of the first year 6/21 of $600.00 will be 
charged off. At the end of the second year 5/21 will 
be charged off and so on until the last year, when only 
1/21 is to be charged off. The figures which are obtained 
by the use of this method are shown in the following 
table: 


SUBSTITUTE FOR REDUCING BALANCE METHOD 


Year Ending Sum of Fraction Yearly Charge Book Value of 
the Years Charged Off to Depreciation the Asset 
BL OO ecaceee 1 6/21 $171.43 $628.57 
LO (erect 2 5/21 142.86 485.71 
TO OS ereterete 3 4/21 114.28 371.43 
1904 52 here 4 3/21 85.72 285.71 
UBS 6 36.6 5 2/21 57.14 228.57 
UNO 6 oes 6 1/21 28.57 200.00 
21 21/21 $600.00 


The percentage used is not that of cost, but a percent- 
age of the amount which is to be charged off, i. e., in this 
case, $600.00. A glance at Figure 72 will show the differ- 
ence between the Reducing Balance Method and this 
‘‘substitute’’ method. 


REVALUATION 


Another method of depreciation involves a revaluation 
or appraisal of the assets at the end of every accounting 
period. This plan of ascertaining depreciation is not rec- 
ommended, not only because of its great expense, but 
because it does not result in spreading the depreciation 
scientifically over the various accounting periods 


Workine Hours 


The fourth method bases depreciation upon the number 
of running hours. Instead of estimating the life of the 
asset in terms of years or months, it is estimated in terms 
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of total working hours. After a rate of depreciation per 
working hour has been obtained, it is multiplied by the 
total number of hours a machine has been running during 
any given accounting period, and the resulting figure 
equals the depreciation for that period. Assume an asset 
costing $800.00 with a residual value of $200.00 and an 
estimated life of 16,200 working hours. In order to 
obtain the rate of depreciation per working hour, the 
total amount to be charged off must be divided by the 
total number of working hours. 


$600.00 
= $.037037 = hourly depreciation rate. 
16,200 
Workine Hours METHOD 
Hours Deprecia- Book Value 
ead oe ear Working tion of Asset 

LOO LAR ay Sena cee eee 2,400 $ 88.89 $711.11 
TOD ete seiecosskayseecs 2,450 90.74 620.37 
LOO Des Saints cs tries 2,700 100.00 520.37 
LOWS Sere astepensice sons 2,950 109.26 411.11 
lOO OA eeeton ta ccrveye evexe 3,010. 111.48 299.63 
EL. OO.G Serarece er ateus orks sors 2,200 81.48 218.15 

15,710 $581.85 


The truly desirable feature of this method is that the 
depreciation charge coincides precisely with the use made 
of the machine, it being assumed that a machine depre- 
ciates in proportion to the amount it is used. As a gen- 
eral thing, this running hour method is highly recom- 
mended, but it is open to the same objection that was 
observed in the straight line method; viz., no provision 
is made for the heavy repair and maintenance charges 
which must surely be expected toward the end of the 
machine’s life. If it were possible to forecast the cost 
of repairs and maintenance accurately, this figure could 
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be added to the amount to be written off and the sum 
of the two could be divided by the number of working 
hours, in order to arrive at an hourly rate. Unfor- 
tunately it is difficult, if not absolutely impossible, to 
make an accurate forecast as to the amount which will 
have to be spent for repairs and maintenance of a 
machine. 

Another method which resembles the working hour 
method is that which bases depreciation upon the ma- 
chine’s output, i. e., pounds, yards, or gallons of product. 
This is the method which is employed in amortizing 
wasting assets, such as coal and ore mines, a definite 
charge being added to each ton mined and sold. In 
this connection it should be carefully noted that the charge 
is made at the time the mineral has been sold and not 
at the time when it is extracted from the mine. Whether 
the product is below ground or above makes no difference 
with regard to the total value of the assets. As soon as 
this product is disposed of, however, the total value of 
the assets diminishes by the value of one ton. The rate 
per unit output is determined by means of estimating the 
total number of pounds, yards, or gallons which the 
machine can produce before entirely wearing out and 
then dividing the amount to be written off by these total 
output figures, in order to arrive at the depreciation 
rate per unit of product. 


Annuity MetrHop 


The annuity method of depreciation is based upon the 
theory that the cost of production should include, not 
only the repairs, maintenance, and depreciation, but also 
the interest on the capital invested in the asset. The 
annuity method is artificial and has the very grave fault 
of charging off a greater amount during the later years 
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of the asset’s life than during the first few years, whereas 
we have seen that the reverse should be true. The 
formula for the annuity method is complex and somewhat 
difficult to solve. The method itself has not the approval 
of the best authorities. The assumption that interest 
on capital should be included in the cost of production 
is not universally accepted, and the method may be dis- 
missed with the statement that the attractiveness of its 
application is mathematical rather than practical. 


Sinking Funpn MetrHop 


What has been said regarding the annuity method 
may also be applied to an extent to the sinking fund 
method, but since the latter is one which is in considerable 
use, it cannot be so easily dismissed. The sinking fund 
method of depreciation is so called because of its use 
in connection with a sinking fund. Every Allowance for 
Depreciation or Reserve for Depreciation is represented 
by assets in general, but it is often desirable to represent 
them by assets wm particular, segregated in the form of a 
fund. When the depreciated asset is disposed of, the 
proceeds of the fund are used to defray the cost of 
replacement. In the discussion of sinking funds in 
Chapter XI it has been noted that the characteristic of a 
fund is that it grows in value, out of proportion to the 
annual installments, owing to the accrual of compound 
interest. Therefore, the annual installments to a sinking 
fund for depreciation need not be so large as the annual 
provision under the straight line method. 

Consider the case of an asset costing $800.00 with a 
residual value of $200.00 and a life of six years. On the 
straight line method, depreciation of $100.00 would have 
to be charged off at the end of each fiscal period. If a 
sinking fund were to be created, it would not be necessary 
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to pay yearly installments of $100.00, since a less amount 
will suffice to create a sinking fund balance of $600.00 at 
the end of the sixth year. Assume that interest at the 
rate of 6% can be obtained on the sinking fund assets 
and that at the end of six years the sinking fund must be 
$600.00. It is required to ascertain the yearly install- 
ments which must be transferred from the general cash 
to the sinking fund. 


$1.00 invested for 5 years at 6% = $1.3382 
1.00 invested for 4 years at 6% = 1.2625 
1.00 invested for 3 years at 6% = 1.1910 
1.00 invested for 2 years at 6% = 1.1236 
1.00 invested for 1 year at 6% = 1.0600 
At the end of the sixth year 1.0000 goes to sinking fund, but earns 
no interest. 


$6.9753 — Total accumulated value of 
$1.00 invested each year. 


To determine the yearly installment to the sinking 
fund a simple proportion can be used. 


$1.00 : $6.975 : : X : $600.00 
X = $600.00 — $6.975 — $86.02 


SINEING FunD MrtTHop 
Cash Paid to 


Credit to Balance of 
End of Year ebmee Bact Interest eect ‘Amect 
LO Opens sete $ 86.02 $ 86.02 $713.98 
UO Ss acing cs 86.02 $ 5.16 91.18 622.80 
LO OS se retest. 86.02 10.63 96.65 526.15 
LOO A eee seco e 86.02 16.43 102.45 423.70 
UD s oe cede 86.02 22.57 108.59 315.11 
LOO Giieteters ses 86.02 29.09 115.11 200.00 
$516.12 $83.88 $600.00 


Of course, it is understood that the interest on the 
sinking fund is debited to the fund and that the corre- 
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sponding credit may go either to one of the revenue 
accounts as a miscellaneous earning or to the Allowance 
for Depreciation Account. If the credit is treated as an 
additional earning, then the actual charge for deprecia- 
tion must be increased by the amount of that earning, 
in order than the Allowance for Depreciation Account 
may be equal to the cash fund. 

The most serious criticism of the sinking fund method 
is the one which has been previously made concerning 
the straight line method and the annuity method; i. e., 
the depreciation burden becomes heavier as the asset 
approaches the end of its useful life. 


Comparison oF MrrHops 


For a comparison of the several standard methods 
which have been discussed, reference should be made to 
Figure 72, which shows the book value of the same asset 
from year to year, the only variation being in the depre- 
ciation method employed. The straight line method, it 
should be noted, results in a straight line on the graph. 
The reducing balance method and the ‘‘substitute’’ 
method each results in concave curves indicating heavy 
charges at the beginning of the period, which are 
lightened as the asset ages. The curve representing the 
sinking fund is convex, indicating that the charge becomes 
heavier as the time goes on. The curve for the annuity 
method would correspond with the sinking fund curve. 
The same figures are used in constructing these curves 
that have been used in the several tables. 


‘“‘Dontuar Years’? MetHop 


In public utility work especially, it is customary to 
determine the composite life of the plant as a whole and 
then to make the annual depreciation charge a figure 
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that will entirely write off ‘‘cost less serap’’ value of the 
entire plant during that period. A method often used 
is the Humphrey’s ‘‘dollar years’? method. This plan 
first classifies the property as to cost value less scrap 
and also as to age. Then the class of property having 
the longest life is used as a base, and the number of 
renewals of other classes of property during that period 
is determined. The next computation figures the total 
cost of renewals in each class during the period. These 
costs multiplied by the years of life for each class result 
in the total ‘‘dollar years,’’ which must be divided by the 
total cost of all renewals during the period to obtain 
the composite life. This method will be clear from study 
of the following table. 


Life , Cost Value Number of Total Cost Dollar 
Less Scrap Renewals of Renewals Years 
50 $1,000.00 1 $ 1,000.00 50,000.00 
25 6,000.00 2 12,000.00 300,000.00 
10 3,000.00 5 15,000.00 150,000.00 
5 5,000.00 10 50,000.00 250,000.00 
15 7,000.00 34, 23,333.33 350,000.00 
40 2,000.00 1% F 2,500.00 100,000.00 
$103,833.33 1,200,000.00 
1,200,000.00 
Composite life — ————_—_—— — 11.55 years 
$103,833.33 


OtTHerR MeEtHops 


Two other depreciation methods, if they can be so 
dignified, have often been used. They are mentioned 
here only for the sake of completeness and with the hope 
that their unscientific character may be evident. Depre- 
clation charges are sometimes made equivalent to main- 
tenance charges. At the end of a given fiscal period 
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maintenance charges are determined, and arbitrarily the 
same figures are also used for depreciation. 

Another plan is to base depreciation upon the year’s 
net profits. In periods of prosperity the depreciation 
charges will be high and in periods of adversity low or 
non-existent. Nothing need be said about this method, 
save that profits must necessarily be determined after 
depreciation; therefore the amount of depreciation can- 
not possibly be dependent upon the availability of profits. 

An irregular depreciation program or plan may bring 
hardship to certain classes of stockholders, i. e., those 
holding non-cumulative preferred shares. 


Repairs AND MAINTENANCE 


Repairs and maintenance are clearly charges against 
current operations, entirely separate and distinct from 
the depreciation provisions. Repairs can never preserve 
a machine or a building in the condition it was at the 
time of purchase. It can only postpone the evil day of 
abandonment or renewal. Jt has sometimes been thought 
that repairs and maintenance should be charged to either 
Reserve for Depreciation or Allowance for Depreciation, 
but since the usual depreciation program does not con- 
template such procedure, it is clear that it would be 
erroneous. 


RENEWALS 


Renewals, when they are more than a few dollars in 
amount, should be handled in the manner specified in a 
preceding section. (See page 352.) The asset account 
and the valuation account should be wiped out, and the 
renewal of the asset should be set up as a new asset 
account. 

One exception must be noted to the rule that repairs 
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and maintenance must be charged to current operation 
in connection with the purchase of an old run-down, 
worn-out plant, which must be repaired before it is in 
condition for operation. The necessary repairs and 
maintenance in such cases obviously are in the nature 
of capital expenditures and should be charged to the 
asset account. 


CoNncLUSION 


In all the foregoing discussion it has been assumed 
that an asset is allowed to run down until it is entirely 
depreciated, but as a matter of fact, no asset should ever 
be allowed to depreciate more than 30% or 35%. In 
other words, every asset should be at a 65% or 70% 
condition, and it is kept in this condition by means of 
repairs and renewals. The renewals need not consist 
of entire renewals of the unit, but in partial renewals 
of its various elements. No single element of a machine 
or building can ever be entirely worn out, since it must 
be replaced before it has reached the stage of dissolution. 
When the cost of repairs and renewals becomes too heavy, 
the machine should be discarded in favor of a newer and 
more efficient one. 

In some lines of business it is not necessary to make 
provisions for depreciation, even though the various 
plant units are continually depreciating, inasmuch as the 
charge for replacement, where a large number of units 
are in use, tends to become fairly constant from year to 
year. In a railroad, for example, the number of loco- 
motives which are scrapped and the number of new ones 
purchased is about the same from year to year. The 
same thing is true as to cars and other equipment. New 
equipment that is purchased is charged to operation, and 
the old equipment is allowed to stay on the books as an 
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asset, even though it has been destroyed. It is only ina 
business where the operations are enormous and where 
the depreciable units are fairly small in value compared 
with the total investment that this policy may be fol- 
lowed. For many years the railroads of this country 
had no consistent depreciation policies. Within the last 
few years, however, they have been forced by the Inter- 
state Commerce Commission to provide for depreciation 
of their equipment. 

Another type of property regarding which no account 
of depreciation charges is necessary is that mentioned by 
F. E. Webner, ‘‘ Kilns, furnaces, ete., which are actually 
destroyed or consumed in whole or in part by their 
ordinary operations, may have to be rebuilt so often 
that this renewal or maintenance cost is probably 
absorbed into production costs and may thus obviate 
entirely the necessity for depreciation charges.’’ 


TEST QUESTIONS 


1. (a) What is depreciation ? 
(b) How should it be booked? 
2. (a) What is appreciation? 
(b) When should it be booked? 
3. (a) What is fluctuation? 
(b) Where and how should it be booked ? 
4. (a) What are the five causes of depreciation? 
(b) Are they alike in nature? 
(c) Into what two general classes may they be divided? 
(d) What does each class represent? 
5. What is the proper accounting treatment of replacements? 
6. Describe fully the relation between the Plant Ledger and 
the General Ledger. 
7. Upon what does the life of an asset depend? 
8. Name and describe four methods of depreciation. 


CHAPTER XII 
SPECIAL FORMS OF STATEMENTS 


When there is insufficient property at a fair valuation 
to pay debts, a person is said to be insolvent. This state 
of insolvency is interesting to the accountant because of 
several forms of statements or exhibits which are used 
in no other connection. These statements are known as 


The Statement of Affairs. 
The Deficieney of Account. 
The Statement of Realization and Liquidation. 


They are not a part of the regular accounting scheme, 
but, when appropriate, they are prepared by accountants 
and involve a thorough knowledge of accounting theory. 
The official who is placed in charge of an insolvent busi- 
ness is known as a ‘‘receiver’’ or a ‘‘trustee.’’ His 
appointment comes from the court in a proper case upon 
the demand of creditors. 


THe STATEMENT oF AFFAIRS 


As soon as a receiver or trustee is appointed, he takes 
possession of the books of the insolvent and from them 
prepares a balance sheet. The figures used are the ones 
shown on the books, no attempt being made to arrive 
at the actual realizable values of the assets. This balance 
sheet which the receiver prepares has very little value 
except as a basis for a further statement, which is 
universally known as the ‘‘statement of affairs,’? and 
which has no legal standing, but which is prepared ag 
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administration data for the use of a receiver or trustee 
or for a creditors’ meeting. The creditors and the 
receiver are both interested in one significant figure, viz., 
the per cent of his claim that each unsecured creditor 
may reasonably expect to receive. The statement of 
affairs attempts to make such a forecast. No definite 
form of exhibit is required, but custom and usage have 
fairly well standardized the method of presentment. 

The assets are usually shown on the left-hand side and 
the liabilities on the right-hand side. It is customary to 
list the assets in the order of their probable realization, 
while the liabilities are usually listed in the following 
order: 


. Entirely unsecured obligations. 
. Fully secured obligations. 

. Partly secured obligations. 

. Contingent obligations. 

. Preferred obligations. 


Ore G2 bo 


In further explanation of the fifth item it should be 
noted that certain kinds of liabilities, such as rent and 
wages, are preferred by statute and must be paid before 
any other obligations. 

An acceptable form of ruling for a statement of affairs 
is shown in Figure 73, although it eannot be claimed that 
this is rigidly standard. It is one which was suggested 
by Esquerre in his Applied Theory of Accounts. 

In column 1 are listed the assets in the order of their 
probable realization, and in column 2 are shown the book 
values of those assets. In column 4 are shown the real 
(appraised) values of the assets except those which are 
pledged to creditors as securities for claims. In such 
cases, only the equity of the insolvent or the excess value 


Principles of Accountumg 


BV4 


STATEMBNT OF AFFAIRS 


—————— 


Assets 
1 


Fie. 73.—Suggested Form for Statement of Affairs 
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of the asset is shown (this figure being the appraised 
value of the asset minus the claim which it secures). 

In column 5 the liabilities are listed, preferably in the 
order discussed above, but if not in that order, at least 
segregated into the same classes. The order of the lia- 
bilities is not of vital importance, but they should be 
classified under the several group headings suggested. 
In column 6 the book values of the liabilities are shown, 
and in column 8 appear the unsecured claims and, in the 
ease of partly secured creditors, the excess of claims 
over their security. The total footing of this column 
represents the entire unsecured indebtedness. 

From the total of column 4 is deducted the total of all 
preferred claims, the result being the total of assets, at 
estimated realizable value, which are free to meet the 
unsecured liabilities listed in column 8. 

Columns 3 and 7 are used for convenience in making 
deductions and eliminations. The method of using these 
columns is shown in the following examples. Suppose 
that the value of a pledged asset is less than the liability 
it secures. How would eliminations be made on the 
statement of affairs? 


1 2 3 4 5 6 7 8 
Pledged Partly 
Assets ...$2,000.00 $2,000.00 Secured 
Partly Liability .$5,000.00 $5,000.00 
Secured Less— 
Liability.. 5,000.00 Security 


ee (contra) .. 2,000.00 

cane, $3,000.00 a eareas $3,000.00 

If, on the other hand, the appraised value of the 
pledged asset is in excess of the liability it secures, the 
differences between the two will represent an amount 
available to apply on the unsecured indebtedness. As- 
sume a current asset with a book value of $10,000.00, 
appraised value of $7,000.00, securing a liability of 
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$5,000.00, the statement for such a situation will be as 
follows: 


1 2 3 4 5 6 :f 8 

Pledged Fully 
Asset ...$10,000.00 $7,000.00 Secured $5,000.00 $5,000.00 
Less— gee) 
Se d SI 
Liability (contra)... 7,000.00 
(contra) 5,000.00 $2,000.00 

Unpledged 

Balance 

(contra)... $2,000.00 


After all the figures have been entered on the statement 
of affairs according to the form indicated, the fact will 
appear that the total of column 4, representing the free 
assets at appraised value, subtracted from the footing 
of column 8, representing the unsecured indebtedness, 
equals the total deficiency. This figure is then posted to 
column 4, thus bringing the statement to a balance. The 
percentage which the unsecured creditors should expect 
to receive on their claims is obtained by dividing the total 
of column 4 by the total of column 8. This percentage 
should always be computed with the expenses of the bank- 
ruptcy proceedings in mind. 

It should be noted that there is nothing sacred about 
this arrangement. The liabilities may appear on the left- 
hand side and the assets on the right, or the ‘‘report”’ 
form may he used instead of the statement form. The 
liabilities may appear in the convenient order mentioned 
or in any other order, the same being true about the 
assets. 


ProprietorsHie ITems 


It is not customary to show under liabilities any of 
those items which represent proprietorship. All items 
of investments and accrued profits are ordinarily omitted 
but, if desired, they may be shown, although they will 
appear only in column 6 and not in column 8. 
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RESERVES 


In drawing up a statement of affairs for a corporation 
the question immediately arises as to what disposition 
is to be made of reserves. This cannot be answered 
without an inquiry as to the meaning which attaches to 
“‘reserve’’ in the particular case. If a reserve is classi- 
fied as Appropriated Surplus, it would be considered as 
a capital item and probably not shown on the statement 
of affairs. If the reserve is, in reality, a valuation 
account, it should be deducted from the book value of the 
asset to arrive at its depreciated book value. 

As an illustration of some of the points discussed, the 
following illustrative problem is presented: 


Prositem [LLustratTinea Uss oF THE STATEMENT OF AFFAIRS 


(Adapted from the New York C. P. A. 
Examination, Jan., 1907) 


On June 30, 1914, Ward and Parker, merchants, 
announce their inability to meet their obligations and 
to make an assignment for the benefit of their creditors. 
From an examination of their books, supplemented by 
other information, their condition appears as follows: 


ASSETS LIABILITIES 
Cashvon) tan diy.:s4. 16 $ 6,875.00 | Creditors Unsecured...... $31,250.00 
Notes Receivable........ 5,312.00 | Creditors Partly Secured.. 29,875.00 
Aceounts Receivable...... 3,250.00 | Creditors Fully Secured... 21,250.00 
Chattelsra asc etek. = 17,500.00 | Taxes & Wages of HEm- 
Warehouse Receipts and ployees (preferred}.... 875.00 
Other Securities........ 35,000.00 
Deficiencyaracst-e ese 15,313.00 
$83,250.00 $83,250.00 
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We find upon examination that the Profit and Loss 
Account shows sundry losses of $16,875.00 and that the 
trade expenses for the current period equal $9,250.00. 
The amount to the credit of Ward’s Capital Account is 
$12,500.00, but his drawing account shows a debit balance 
of $11,250.00. Parker’s Capital Account shows a credit 
balance of $20,062.00, and his drawing account has a 
debit balance of $10,500.00. 

Of the accounts receivable it is estimated that $1,250.00 
of them are worthless and that $750.00 of them are 
doubtful, although they are expected to produce $250.00. 
Of the chattels, amounting to $17,500.00, it is noted that 
only $11,250.00 will be realized. The warehouse receipts 
and other securities are in the hands of creditors pledged 
to secure payment of their accounts, viz.: 


In the hands of partly secured creditors...... $ 3,750.00 
In the hands of fully secured ecreditors....... 31,250.00 


COMMENTS ON THE PROBLEM 


There is no point of particular difficulty involved in 
this problem. The method of treating fully secured and 
partly secured liabilities is illustrated by the solution. 


Tur Derictency Account 


The deficiency account is an exhibit supplementing 
the statement of affairs. Its function is to disclose how 
the deficiency has been caused, and it may be looked upon 
to furnish a reason for the result which the statement 
of affairs shows. It is customary to prepare this state- 
ment in account form, but this is not necessary, since the 
report form is more easily prepared and is more intel- 
ligible to the lay reader. 
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STATEMENT OF AFFAIRS 
Ward and Parker, June 30, 1914 
Assets 


Book Value Estimated to Realize 


Cashion Hand aga citer mie. cts ais cts s comets $ 6,875.00 $ 6,875.00 
Bills Cela b1e syn secwiohess aye, suszatets uoessvoveays 5,312.00 5,312.00 
Accounts Receivable—Good............. 1,250.00 1,250.00 
Je ¥¢ Woubllule nce. 750.00 250.00 
ae og PaO ircreters che cieke ters 1,250.00 
Chattels,<2-sci0gicterens cere cyelecsvetetsis sayera are 0/6) 2 17,500.00 11,250.00 
Warehouse) ‘Receipts... 006. - s+ «sees 31,250.00 $31,250.00 
Less—Fully Secured Creditors.......... 21,250.00 10,000.00 
Warehouse Receipts in Hands of Partly 
Secured Creditors—see contra...... 3,750.00 
PL Ot aye ccras, oe eioisiarescvexe are Weis. crcl $67,937.00 $34,937.00 
Deduct—Preferred Claims............. 875.00 


Balanee Available for Distribution to 
Unsecured Creditors, being 59.5% of 


EDOIRMCLALMNS Mesereiaiciciare «cls toreia suereterelore $34,062.00 
Woficioncyaustrerts cas nicislets eves. cote sielehovahe 23,313.00 
$57,375.00 

Liabilities 


Book Value Hstimated to Rank 


CTGCItONS MU TSECUNEC sareteatsreteystereleiereletseiets $31,250.00 $31,250.00 
Creditors Partly Secured.............. 29,875.00 $29,875.00 
Less—Security—see contra............. 3,750.00 26,125.00 
Creditors—Fully Secured.............. 21,250.00 21,250.00 
BOCurit yarereistertereretocclatsiclsietoiaiele'< siaiatn ee elete 31,250.00 
Free Assets—see contra............-+6- 10,000.00 
Taxes and Wages—see contra.......... 875.00 

Total Book Liabilities............. $83,250.00 

Total Unsecured Claims............ $57,375.00 


——_____ 
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The deficiency account is charged with various losses 
and expenses and withdrawals of capital and is credited 
with the invested capital and any appreciation in the 
value of assets, the balancing figure being equal to the 
deficiency as shown by the statement of affairs. 

In order to collect the desired figures for the deficiency 
account easily, it is customary to add an extra column 
to the statement of affairs. The statement of affairs for 
Ward and Parker with the ‘‘deficiency’’ column added 
is Shown below. 


STATEMENT OF AFFAIRS 
Ward and Parker, June 30, 1914 


Assets 
Book Value Estimated to Realize Deficiency 
CHiSn On JON saa ue Deana Se $ 6,875.00 $ 6,875.00 
Bills Receivable............. 5,312.00 5,312.00 
Accounts Receivable—Good.. 1,250.00 1,250.00 
Accounts Receivable— 

Doub truley wisi 750.00 250.00 ¢ 500.00 
Accounts Receivable—Bad... 1,250.00 1,250.00 
CHattelsmey.t. criticise. te cteiore chee 17,500.00 11,250.00 6,250.00 
Warehouse Receipts......... 31,250.00 $31,250.00 
Less—Fully Secured Credit- 

OLS eae ass cis ons oheis nese 21,250.00 10,000.00 
Warehouse Receipts in Hands 

of Partly Secured Cred- 

itors—see contra........ 3,750.00 

MO tA s tor ls ele lock anace $67,937.00 $34,937.00 $8,000.00 
Deduct Preferred Claims.... 875.00) a eee 
Balance Available for Distri- 

bution to Unsecured 

Creditors, being 59.5% of 

UNG CHIN oan Seuocece $34,062.00 
DelGven cy guecttaetelsers cee sys 5.0:5 23,313.00 


$57,375.00 
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Liabilities 
Book Value 
Creditors Unsecured............:0s.00- $31,250.00 
Creditors Partly Secured.............. 29,875.00 
Less—Security—see contra............ 
Creditors—Fully Secured.............. 21,250.00 
Securityau.is snc soso catesrersre cher oih ty clo.sts 
Free Assets—see contra.............0. 
Taxes and Wages—see contra.......... 875.00 
Totaly Books Liabilities sis ccscle eso): $83,250.00 
Total Unsecured Claims........... 
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Estimated to Rank 
$31,250.00 


$29,875.00 


3,750.00 


26,125.00 


21,250.00 


31,250.00 


10,000.00 


$57,375.00 


The deficiency account itself might appear as follows: 


DEFICIDNCY ACCOUNT 


Ward and Parker, June 30, 1914 


Sundry Losses Capital 
and Hxpense 

Profit and Loss 
Account ....$16,875.00 


Trade Expenses 9,250.00 $26,125.00 


ital 


Deficiency as per 


Loss on Realiza- Statement 
tion of Assets ISEWEES So BO 
Accounts Re- 
ceivable ....$ 1,750.00 
Chattels cr. or 6,250.00 8,600.00 
By Partner’s 
Drawings 
Ward's Draw- 
ANS odeeaekeses $11,250.00 
Parker’s Draw- 
INEST comp aaens 10,500.00 21,750.00 


$55,875.00 


of 


Ward’s Capital $12,500.00 
Parker’s Cap- 
20,062.00 $32,562.00 


23,313.00 


$55,875.00 


As an alternative arrangement the following would be 


acceptable : 
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DEFICIENCY 
(Report form) 
Ward and Parker, June 30, 1914 


Loss on Realization of Assets as Shown by Appraisal 
INCCOUNTS) IROCOlVADIO. as tiee cia cele cero sieuslatelelsiels $ 1,750.00 
Chattelsuiccy. ver iopey occ ereis lolays cles <teleis slelsieieiatelieleiols 6,250.00 $ 8,000.00 


Sundry Losses and Expense 


Profityand Loss’ Account. .....'.....2 <0. $16,875.00 
Trade Expenses. .........scccccecersrrrsers 9,250.00 26,125.00 
otal LiOssessesccieteetaniecte eines ais sie aieierterata $34,125.00 
Invested Capital 
Wiard?s. Capital’. oo vastness @ slats $12,500.00 
Parkers = Capital. its asics etesisrston ee oe 20,062.00 $32,562.00 
Withdrawals 
Wards) DLA WINGS itertafes ccclebe cr levee $11,250.00 
Parker’s Drawings..............-- 10,500.00 21,750.00 
Nope Capttal hi ce naan week oe ied eee 10,812.00 
Deficiency as per Statement of Affairs.......... $23,313.00 


The statement of affairs and the deficiency account 
are complements of each other. Both are required to 
make a complete showing. In C. P. A. examinations it is 
customary to call for both the statement of affairs and the 
deficiency account. 

There has been no professional standardization of this 
statement, and no particularly good reason exists for 
debiting rather than crediting the account with losses. 
The accounting profession is about equally divided on 
the method of preparing this statement. The important 
thing to note is the relation which exists between it and 
the statement of affairs. They both end with the same 
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figure, although they arrive at it by different paths. 
The one acts as a check and a proof on the other. 


STATEMENT OF REALIZATION AND LiquimpaTION 


The statement of realization and liquidation is a logical 
‘*follow-up’’ to the two statements described. The 
statement of affairs is in the nature of a prophecy—the 
receiver’s estimate of what his administration may do. 
The test of the receiver’s accuracy as a prophet is the 
record of his actual accomplishments, and this is fur- 
nished in summary form by the statement of realization 
and liquidation—a statement usually prepared in account 
form, furnishing a tabloid history of the receiver’s 
accomplishments. This statement is often spoken of as 
the ‘‘Realization and Liquidation Account’’ and usually 
appears in ‘‘account’’ form, but it is not an account under 
a strict definition of the word. It seldom, if ever, appears 
as a general ledger account and, as a matter of fact, it 
may not be looked upon even as a practical statement, 
inasmuch as it consists of a mixture of unlike things, and 
results in a total which the ordinary reader finds difficult 
of analysis. 

Various boards of C. P. A. examiners have found the 
preparation of this statement a splendid test of the 
student’s analytical and synthetical powers. For that 
reason practically every ©. P. A. examination paper 
contains at least one question bearing on the construction 
of this exhibit. 

When the assets and liabilities of the business are 
turned over to the receiver or trustee, it is his duty— 
acting under court orders—to realize on the assets, 1. e., 
turn them into cash and provide funds to liquidate the 
liabilities. It is almost inevitable that some loss will be 
suffered in a quick sale of assets, particularly those of a 
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fixed nature, and it is possible that some gain may be 
made either in the realization of assets or in the liquida- 
tion of the liabilities. The expenses of the receivership 
or trusteeship also form items that must be considered in 
determining the final net result of the receiver’s 
activities. 


METHOD oF CONSTRUCTION 


When the trustee’s duties are merely those of realiza- 
tion and liquidation of a business, the preparation of this 
account is not a difficult matter. Under such circum- 
stances the account is constructed as follows: 


1. Debit the account with the book value of the assets 
to be realized. 

2. Debit it with any new assets which may have been 
discovered after the preparation of the statement 
of affairs. 

3. Credit the account with the liabilities to be liqui- 
dated. 

4. Credit it with any new liabilities discovered after 
the presentation of the statement of affairs. 

5. Debit the account with the amounts paid to liqui- 
date liabilities. | 

6. Debit it with the book value of the liabilities not 
liquidated. 

7. Credit the account with amounts actually realized 
on sales of assets. 

8. Credit it with the book value of assets not realized. 

9. Debit the account with all the expenses of realiza- 
tion and liquidation. 

10. The balance of this account represents the profit or 
loss on realization and liquidation. 
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The difference between the book value of the assets 
which were sold and the actual realized price does not 
appear in this statement, except in the final figure of total 
profit or total loss, the details of which should be pre- 
sented in a supplementary statement or exhibit. 

An illustration of the manner in which this account is 
constructed is offered in the following skeleton form: 


SKELETON OF REALIZATION AND LIQUIDATION ACCOUNT 


Assets to Be Realized 


Perera sy ystore Yous Ole 6. Vae tb 

Ase Ricca: eeoEOS $ 
New Assets Discovered 

merieciscrss niet: (Ja nuck ad 

ice Sao RCUee mpNeDS ao $ 
Liabilities Liquidated 

Soe naos hood [eae So. 

Hh 5c AUN aoe oer $ 
Liabilities not Liquidated 

Ree oie sores oo bB.GoG 

PCG sO con bate BOOS $ 
Expenses of Realization and 

Liquidation 
SHO UCOHOOR0OE oaooeds 
eoobhaonsoen éibouGe $ 
$ 


eeeeceee 


ce eccoe 


oe ee ere 


seer cee 


Liabilities to be Liquidated 


fst s8 A heah orege tals $ret fee 

EF vo. atehevate s wath wets ester b Sis Pee 23 
New Liabilities Discovered 

Bch aitete Sater SP eee 

etal mabe Note e ce eet Bicnnerecsles 
Assets Realized 

ans caeaeearae Se dni 

Be OSTA eR ORCS OS Bates 
Assets not Realized 

SO CREO $ Aes 

eR One ure Gas GS naressrtten 
Loss on Realization and 

iGuidationiy..cstys see. teen 

Sevan hee 


At least one excellent authority (Professor William 
Morse Cole) says that because of the diverse elements 
entering into the statement of realization and liquidation 

25 
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a separate account should be opened for each of the three 
elements. 


1. Realization. 
2. Liquidation. 
3. Expense of liquidation. 


But when a Realization and Liquidation Account is 
called for in a C. P. A. examination, the complete state- 
ment is the one generally desired, and the examinee 
should not, unless so instructed, prepare it in the form 
of three separate accounts. 


RECEIVER’s OPERATIONS 


This statement was probably never intended to do more 
than cover the various steps in realization and liquidation, 
but C. P. A. examiners have found it worth while to 
extend its scope to include those cases where the receiver 
or trustee continues to operate the business for the benefit 
of the creditors, making either a net profit or a loss and 
finally turning the business back to its original owners. 
This complexity makes it difficult and awkward to 
construct an illuminating realization and liquidation 
statement. Probably the best way to handle such a 
problem is to include, in the statement, a new section 
headed ‘‘Supplementary Charges’’ and ‘‘Supplementary 
Credits.’’ All the items of expense and income are 
entered as supplementary items, and the net result of 
the trustee’s realization, liquidation, and trading activi- 
ties is shown in the one figure of net profit or net loss. 

Such a figure, of course, means very little without a 
thorough analysis, and for this reason the statement is 
usually accompanied by a supplementary exhibit, showing 
in detail the items which contribute to the profit or loss. 
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Another way of insuring the production of an enlight- 
ening statement is to make separate schedules or exhibits 
for the various phases of the trustee’s activities and to 
bring them all together in a summary statement. 


TREATMENT OF CasH 


It will be noted that cash is usually not shown in the 
statement of realization and liquidation, since cash is 
an item which is already realized. Some accountants, 
however, include it on both sides of the account. On the 
debit side it is included under the heading of ‘‘ Assets 
to be Realized’’ and on the credit side under the heading 
of ‘‘Assets Realized.’’ 


PROBLEM ON THE REALIZATION AND LIQUIDATION ACCOUNT 


(Adapted from the Michigan C. P. A. 
Examination, June, 1908) 


The firm of Robinson and Hart became financially 
embarrassed, and a trustee was appointed January 1, 
1914, to take charge of their affairs for the benefit of 
creditors. 

On that date (January 1, 1914) the financial condition 
was shown by their balance sheet as follows: 


Asseis 
Cashtonstiandandsinebank yo asap clscle chaleiseyslernuslolaleieie ai sierita chelars $ 1,006.50 
iNotesme Recelvableltce sict-rra cle cistovetoreid lciisrereicl oie! eloteietetstereisisiciste alors 18,000.00 
Aceountsy Receivables... ct. stare ci creracate (oles wie stot cisisteh ietetaeietcraicianetis 5,000.00 
Merch an dis@nie rin vec totes ie:creivaieie Mors oles shee afsiarolaocmmetttstese iste elt aol 4,220.18 
IDI oo San ben Sb bd OIL OSS DOU go UOC DE UOS0 doa cudeouabeon tae 16;000.00 
eal IState. cris aeioie cists sss sini else rel ofero si sleletereteleettnwlajete cls nie cle press 10,000.00 


$54,226.68 
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Liabilities 
Accounts pPAYADIO. «oo ccie cscs c10 cleo) clear apoueielo ie ie/s\icls = ode soleyscelemelalie $10,000.00 
Notes Payable. ..... 2... 0.cccecccsncscescesrerrecseresoncnes 6,000.00 
Notes Receivable Discounted............eeeeecrecrerccsececees 10,000.00 
Mortgage on Real Hstate.........-- eee see cree reece rere ccees 8,000.00 
Mortgage on Plant...........cccsecccesersorssesscserccrwes 13,000.00 
TMAXOS sveis sl csv ate eicue = cise sss wile cise: siete ale elopetersinie (elisieso ele aie ecepelelsinas 315.00 
Robinson—Capital ........0. cece cee r cree ccsrccccecceserceces 3,455.84 
Hart—Capital ae cmtec soy sie a aiecs terete tate lol oe oars te apslere) eral otenetetet 3,455.84 


$54,226.68 


In order to realize on all assets advantageously, 
the trustee purchased merchandise to the amount of 
$10,000.00, and during the year collected $21,350.00 cash 
on sales. The accounts receivable realized $3,950.00. 
Of the notes receivable entered in the balance sheet as 
$18,000.00 there was on hand only $8,000.00, the balance 
of $10,000.00 having been discounted with the bank and 
represented on the liability side by the item notes receiv- 
able discounted. The $8,000.00, notes on hand, realized 
the full sum, while of the $10,000.00 discounted with the 
bank only 70% could be realized, the balance being lost. 

The notes payable, the taxes, and the interest on mort- 
gages (514%) were paid in the course of settlement, and 
one-half of the accounts payable were also paid. 

Current expenses were as follows: 


SALATIOBR Sy, «515 si. sretats taterstote ciel ets. cromeLeteRehs gee tepater ata state ote eee ier raee $1,000.00 
Office mshi xpensess >< aistcec tie estswits sieroinis orca iets ine Nee 800.00 
OAL MOCR .oi-\. ayers, oie sieseisrad cisie Mite Gi eetustekeyeiel = Grn too inert ere 1,200.00 


Trustee’s Commission 


During the year the withdrawals for private use by the 
owners amounted to $1,000.00 each. On January 1, 1915, 
the trustee surrendered charge of the estate and paid over 
the cash balance on hand. There remains on that date 
merchandise on hand, $5,600.00. 

Prepare a realization and liquidation account, a trus- 
tee’s cash account, and a balance sheet of the estate at 
termination of the trust. 
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EXHIBIT A 


STATEMENT OF TRUSTEE’S TRADING 
For the Period Ending December 31, 1914 


TotaliSales Messe cree ttevs.s Geere'e1e oieterd ai e\ie) s’arareliehe el ¢ alee $21,350.00 
Merchandise Inventory, Jan. 1, 1914............... $ 4,220.18 
Merchandise Purchases. ..)<. = .1.clels «cle icles cleo otere 10,000.00 
$14,220.18 

Less—Merchandise Inventory, Jan. 1,1915.......... 5,600.00 8,620.18 

Gross RELOLGo are svereaysteers aheveiote tt oie 6) acter aie okays ele her ones tet $12,729.82 
Salaries teste chevcs cecal eae nea lo cunts fae Gonle ake arene ale tr ce $ 1,000.00 
Interest on Mortgages (544% on $21,000.00)...... 1,155.00 

OficemMxpenses venciarmcie cette’: eiseins islet bitte sia 800.00 2,955.00 

Net Profit isc tae ietetsts crane isle erctsiess ols area ete ryote ote acateiielenn si $ 9,774.82 

EXHIBIT B 


STATEMENT OF TRUSTEE’S CASH RECEIPTS AND DISBURSEMENTS 
Presented January 1, 1915 


1914 1914 
van. jee One Hand,. cn... $ 1,006.50 Purchases ...... $10,000.00 
Balestin.. cg ome 21,350.00 Payment to Bank 3,000.00 
Accounts Receiv- Notes Payable.. 6,000.00 
abled career. 3,950.00 Accounts Paya- 
Notes Receivable 8,000.00 Diels Merce sie 5,000.00 
—_ TIAXOS SR sce let are 315.00 
Interest on Mort- 
SAFEST Paes 1,155.00 
Salaries ........ 1,000.00 
Office Expenses. 800.00 
Legal Fees...... 1,200.00 
Trustee’s Com- 
missions ..... 2,000.00 
Withdrawals ... 2,000.00 
Dec..31 Balance ....... 1,836.50 
$34,306.50 $34,306.50 
1915 


Jan, 1 Balance ......... $1,836.50 
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COMPARATIVHD BALANCH SHEETS OF ROBINSON AND Hart 
Increases 
Assets Jan. 1,1914 Jan. 1, 1915 and 
Decreases 
Gash Tees cia cicvabs iene cteterr a are heleeteemstecats slate es $ 1,006.50 $ 1,886.50 $ 830.00 
INOtESURECeIVADle Acie, ieiece ele ra Wie sie retest cities 8,000.00 8,000.00 
ACCOMNS SRECELVA blesaciessi ec eitalsieiiee ere 5,000.00 5,000.00 
MerchanGise! isis. ereleieiesieistere sisi siti cio.sisteberecere: © 4,220.18 5,600.00 1,379.82 
LET 5 gis orr oda bite GOO DUO OOS COED ROE 16,000.00 16,000.00 
Healer states. . tater asic cis cislens cies wetter atic 10,000.00 10,000.00 
Total Assets yosviec. sos ois coere cisisieepspeueetyis $44.226.68 $33,436.50 10,790.18 
Liabilities 
ACCOUDLAs PAYA DIC. cede crake eisgieiersveieinte.s eeeceias $10,000.00 $ 5,000.00 5,000.00 
INGtESmPayaDletccn crete arses elsheleie cisions acai 6,000.00 6,000.00 
Mortgage! ona Real WeIStateiustersstectete sce olere es 8,000.00 8,000.00 
MOFL EASE ROME E)AIts cc craters vero ee texote fete etiavane, eto 13,000.00 13,000.00 
AMES 2) erie! St. GCI IORTRORORCIORA ROIORRO Een ait: 315.00 815.00 
$37,315.00 
Additional Liability Discovered............. 3,000.00 3,000.00 
Morale WiaplliticS see eeeees ovo aseeene 1.540: 310.00) 5 926,000.00 14,315.00 
Net Worth 
Robinson——Capital: jel cress crete cieiete:s86-0 sieve 6.00 $ 3,455.84 
Less—% of Additional Liability Discovered.. 1,500.00 
Robinson—Capital, Jan. 1, 1914............ $ 1,955.84 $ 1,955.84 
Add—¥% of Profits (% of $5,524.82)........ 2,762.41 
$ 4,718.25 
Ibess——WAth drawal, Vasile s:s10 oileists sisia es ates 66 1,000.00 
Robinson—Capital, Jan. 1, 1915............ $ 3,718.25 
Tarp OOP ICALA aya. Patera shotste oes on cirevone cele sisi oneretete $ 38,455.84 
Less—% of Additional Liability Discovered.. 1,500.00 
Hart—Capital, Jan. 1, 1914. ........50.5.0. $ 1,955.84 $ 1,955.84 
Add—¥% of Profits (% of $5,524.82)........ 2,762.41 
$ 4,718.25 
WiesS—WACNAPA WAL vaeiererelelelsiets) vie ale vie rete stele akehe 1,000.00 
Hart—Capital; Jan. 1, 1915... 1.5. ca we $ 3,718.25 
Summary 
Mote la ASSCLS = ebe ciateis sieiolcievsieve (ois s:-s\e/etersier ste eis $44,226.68 $33,436.50 
Mota lela Dili blOS cyers)e)ssepeleiels saree sicie,'o\ eievaiatelelo sis 40,315.00 26,000.00 
INGE WW OLE cretaveieleteve c's eteels claves cinys sie -..$ 3,911.68 $ 7,436.50 
Represented by re Zz 
Robinson—Capital ........ccccvcccccenece $ 1,955.84 $ 3,718.25 
Hart—Capital 2.05... cee cc cnc sc ceise nee 1,955.84 3,718.25 
§ 3,911.68 _$ 7,436.50 
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EXHIBIT C 
See eeeee———————————— eee 
Loss on Realization (Accts. Profit on Trustee’s Trading 

ROG.) 5 sass cosine ahaisle soe $1,050.00 as per Exhibit A........ $9,774.82 
Expenses and Fees........ 3,200.00 
Net Profit (as per Realiza- 
tion and Liquidation 
Sbabementmemcn cenit 5,524.82 
$9,774.82 $9,774.82 


Net Profit as per Balance 
Sheet! aici. ace etemin seeeses tome $5,524.82 


COMMENTS ON THE SOLUTION 


This problem is a very fair illustration of the type of 
problems which are required by C. P. A. examiners. In 
the solution it will be noted that cash on hand was in- 
cluded on both sides of the account, although this was 
not necessary. The treatment of the notes receivable 
discounted is worthy of some comment. It is assumed 
in the solution that the $3,000.00 loss is discovered by the 
receiver. This loss forms a real liability, since it must 
be paid to the bank. The Notes Receivable Account 
might be swelled by the $3,000.00 worth of bad notes, 
which were returned by the bank, and then this $3,000.00 
wiped off in realization. This method would be perfectly 
proper, although the solution, as given, seems a little 
clearer. The treatment of the supplementary charges 
and supplementary credits will be immediately under- 
stood upon examination of the statement. 

Another solution of this problem in a somewhat dif- 
ferent form is shown herewith, it being thought desirable 
to indicate at least two of the standard methods of 
preparing such exhibits. 
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STATEMENT OF REALIZATION AND LIQUIDATION BY TRUSTEE FOR THE FIRM OF 


ROBINSON AND HART 


January 1, 1915 
Assets to be Realized 
CASE pre ce ener amen eae Ce ci cect aye wratiereacte 


Less—N otes Receivable Dis- 
COUNGOR Dae wicks eiens cissyseisusce oie 10,000.00 


A CCOUMMSMIRECELVADICS trtereis isle cterece: sree oie wieietele3 
Merchandise ...... MEG 6 Ey Ono BIG CeaPAS Rea eS 
1 BUEN aes Sect aR cians ie aichaas it er MAN Ha CNS renee 


Wash acre craters pia sfadedassys Svafensieterayersgoe« $ 1,006.50 
iNotes) Reeeivables.wu. ca. alec so sicu 8,000.00 


Aecounts Receivable............... 3,950.00 


Assets not Realized 


IMercehandis@uscetres ce cers sie steieie es niet $ 4,220.18 
ls Sa et ee eon oe oe 16,000.00 
RGA le LSCALC eects custehere onere iote severe nee 10,000.00 
Loss on Realization of Assets............. 
Liabilities to be Liquidated 
Notes: Payable. cas. s -rririeciec- $ 6,000.00 
PX CCOUD LSM ELLY AD Lene deleted tater 10,000.00 
Mortgages on Real Estate......... 8,000.00 
Mortraves one blante sry cle elie 13,000.00 
UP GE Aticnadm.c Car Ooo LMGoOUOOASUOOS 315.00 
$37,315.00 
Liability Discovered (Notes Receiy- 
able Discounted). .....-...... 3,000.00 
Liabilities Liquidated 
Notes Payable......... $ 6,000.00 
Accounts Payable...... 5,000.00 
Notes Receivable Dis- 
OMY on ao onooooe 3,000.00 


AROS Merrett serie ener 315.00 $14,315.00 


$ 1,006.50 


8,000.00 


5,000.00 
4,220.18 
16,000.00 


10,000.00 


$12,956.50 


30,220.18 


Cie Yet et eter er aro} 


$40,315.00 


$44,226.68 


43,176.68 


$ 1,050.00 


394 Principles of Accounting 


Liabilities not Liquidated , 
Accounts Payable...... $ 5,000.00 


Mortgage on Real Hstate 8,000.00 
Mortgage on Plant..... 13,000.00 26,000.00 40,315.00 
*Gain on Liquidation. ........0¢..sesecessesceoccess None 
$ 1,050.00 
Expenses and Fees of Trusteeship 
Mieraleh Cosas a teisetiee ete tel choke terslere cigs sceeravotaeaceue $ 1,200.00 
rustee’ si) COMMMSSLON Ae a. scsietere seers) ciel sietaie selec) os 2;000.00 3,200.00 
Total Loss on Realization and Liquidation............ $ 4,250.00 


(Transferred to Summary) 


EXHIBIT B 
TRUSTEE’S TRADING AND PRoFIT AND Loss STATEMENT 


For the Year Ending December 31, 1914 


Motal Sales (Lori Cash) ee cceseueist olcjeverteetcrets Gelsbaeah hatatatelotst ie leyeusensis $21,350.00 
Inventory of Merehandise, Jan. 1, 1914............. $ 4,220.18 
Add—Merchandise Purchases..................-... 10,000.00 

$14,220.18 


Deduct—Inventory of Merchandise, Dec. 31, 1914.. 5,600.00 


Gost of: GoodsiSold wen sta scion ters o faieternaters sua tee erate 8,620.18 
Grosse Protit worctirculoie neice cre sautelcirsieie mererceeioieicee es $12,729.82 
Deduct—Expenses 
SAIATIOS: Suns cysts cae torete Metiorele ati stenate eiaeilane $ 1,000.00 
inferest ony Mortga ces eaves eimai itive sete 1,155.00 
Office SE Xpense sky nek osinictaea eee diclee setae 800.00 2,955.00 
Net Profit (Transferred to Summary).............. $ 9,774.82 
EXHIBIT C 
TRUSTEE’s SUMMARY STATEMENT 
Neth erofite tron bixhibit©B)eeeeinitcserne sete eisai eeae arena $9,774.82 
Loss on Realization and Liquidation (from Exhibit A).......... 4,250.00 


Amount Creditable to Partner’s Capital Accounts............ $5,524.82 
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Whatever method of solving such problems is used, 
the exhibit is not complete without a statement of the 
trustee’s cash receipts and disbursements and a state- 
ment of the resources and liabilities at the time of his 
discharge. The preparation of these is a simple matter, 
since all the data are contained in the problem itself and 
all that is needed is a careful picking-out of the items. It 
will be noted that all these statements ‘‘support’’ one 
another, so that an error may not be made in one schedule 
without being caught by some of the others. 

It is always a good idea to present the final resources 
and liabilities in comparative form, although the ordinary 
account form would be proper. It is always of interest 
to compare the statements just before and just after the 
trusteeship, and the comparative form showing the in- 
creases and decreases of the various items would prove 
most illuminating. 


TEST QUESTIONS 


1. (a) What is a statement of affairs? 
(b) What is its purpose? 
(ec) For whom and by whom is it prepared? 
2. (a) What is a deficiency account? 
(b) What relation does it bear to the statement of affairs? 
3. (a) What is a statement of realization and liquidation? 
(b) What relation does it bear to the statement of affairs 
and the deficiency account? 
(ec) How is it constructed ? 
(d) For whom is it constructed ? 


CHAPTER XIV 


THE HOLDING COMPANY AND THE CONSOLIDATED 
BALANCE SHEET 


During recent years a new form of organization has 
been developed, bringing with it accounting problems of 
importance. This organization is what is familiarly 
known as a ‘“‘trust’”’ or ‘‘holding company.’’ Broadly 
speaking, there are two ways that a ‘‘trust’’ may be 
formed: 


1. A new corporation may purchase all the assets of a 
number of other corporations engaged in the same 
general line of business. 

2. A new corporation may exchange its stock for the 
stock of other corporations. 


The first case presents no accounting difficulties. The 
second method of organization deserves the very closest 
attention, because of the fact that the various units, i. e., 
subsidiary companies, retain their legal individuality. 
Each subsidiary corporation is linked direct to the parent 
corporation through capital stock control, but ordinarily 
there is no such relation between the various subsidiary 
companies, although there may be. 

Such combinations or holding companies are formed 
(1) for the purpose of acquiring control of the capital 
stock of operating companies and (2) for the purpose 
of receiving as their own income, incomes of the sub- 
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sidiary organizations, which can probably be considerably 
increased because of 


1. Reduced cost of operation. 
2. Elimination of competition. 
3. Cheaper financing. 


Holding corperations, strictly speaking, exercise nv 
function except that of holding the stock of other cor- 
porations, brt there is no reason why a holding company 
may not, in fact, they do frequently, engage in certain 
operating activities. 


Tur AccountTING PRoBLEMS 


In a discussion of the broad general accounting features 
of such holding companies and their subsidiaries, it must 
be borne in mind that there are two kinds of holdings: 


1. A holding company may possess only a very small 
proportion of the total outstanding stock of the 
subsidiary. 

2. It may own all or practically all the outstanding 
capital stock and thus exercise complete control. 


In the first case the stock holdings are considered 
merely as investments or, possibly, as a lever for influ- 
ence, and no special points of interest are involved; but 
in the second case where a sufficient amount of the stock 
is owned to carry control, some of the most difficult 
problems of accounting are to be noted. 

In a discussion of holding companies and their sub- 
sidiaries, it is likewise well to get in mind the fact 
that from the operating standpoint (disregarding for a 
moment the legal point of view) the entire organization 
may be considered as nothing more than a series of 
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separate establishments or plants under the same man- 
agement and ownership. When looked upon in this light, 
certain accounting principles, it can be clearly seen, will 
apply that would not be appropriate if each subsidiary 
were to be considered as a separate self-contained and 
independent unit. 

If the various subsidiaries are considered merely as 
separate elements in the same organization, it is clear 
that any transactions between two such subsidiaries will 
have no effect upon the status of the organization con- 
sidered as a whole. In illustration of this point we can 
do no better than quote the very apropos illustration 
which is to be found in Esquerre’s Applied Theory of 
Accounts. 


If a father had intrusted the management of $300,000.00 of 
personal property to three of his sons, in equal amount, they to 
enjoy the income of the trust estate, it might be that, at the end 
of a given period, the marshaling of the units of the principal of 
the trust fund might show that John had loaned $50,000.00 to 
James, who in turn had loaned $25,000.00 to Charles. But the 
balance sheets submitted by the three trustees would not in the 
aggregate reveal anything of great importance to the father, 
since the fund remains intact. If James repaid John the 
$50,000.00 which he owes him and, in turn, Charles repaid to 
James the $25,000.00 loaned by the latter, John’s balance sheet 
would be richer in liquid assets, while that of James and Charles 
would be poorer in liquid assets and richer in reduction of lia- 
bilities; but the father would not have one cent more. If, then, 
the components of a holding company, as represented by the stock 
which the latter controls, have been financed one by the other, 
all the debts of an individual member (one such subsidiary), 
which are the assets of another must be omitted from a statement 
endeavoring to show the exact status of the assets controlled by 
the parent company. 
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True Batance SHEET 


The true balance sheet of a holding company is or- 
dinarily not very illuminating. On the asset side it 
contains practically nothing but securities owned, and 
on the liability side very little but its own capital stock 
outstanding. Nor are the balance sheets of the subsidiary © 
companies as informative as they should be. From a 
study of them it is difficult, if not impossible, to get that 
adequate survey of the business as a whole which would 
be desired by the stockholder of the holding company. 
Such a stockholder feels that so far as true ownership 
is concerned all the phases of the business are simply 
phases of a single enterprise and that he is, therefore, 
entitled to obtain his information from that standpoint. 


CoNSOLIDATED BaLANCE SHEET 


It is clear that some special form of exhibit or statement 
must be prepared in order to satisfy the wishes of the 
holding company’s own stockholders. Such a statement 
cannot be a balance sheet, in the strict sense of the word, 
but custom has sanctioned its use in this particular in- 
stance, since the term ‘‘consolidated balance sheet’’ has 
a distinct meaning peculiar to itself. It may be well to 
say at the outset of the discussion that the consolidated 
balance sheet probably has no legal standing at the 
present time, but it is almost universally employed by 
every large holding company. The consolidated balance 
sheet is made up by properly combining, according to the 
certain fundamental accounting principles, the several 
balance sheets of the various corporations making up the 
organization. The consolidated balance sheet shows the 
assets of the subsidiary companies as the assets of the 
holding company, thus for balance sheet purposes 
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eliminating and disregarding the legal distinct individu- 
ality of the subsidiary corporations. 


ELIMINATION OF [NTERRELATIONS 


In order to form this consolidated showing, it is 
necessary to eliminate all the relations of constituent 
companies with each other. Assume that Company ‘‘A”’ 
is a holding corporation owning the entire capital stock 
of Corporation ‘‘B,’’ Corporation ‘‘C,’’ and Corporation 
“‘T).”? To get a consolidated balance sheet it would be 
necessary to merge the balance sheets of these four cor- 
porations, and if a true showing is to be desired, all 
intercompany relations must be eliminated. Company 
‘‘B’? may owe Company ‘‘C’’ $50,000.00, yet from the 
standpoint of the enterprise as a whole this fact is im- 
material. From the standpoint of an individual, it does 
not make any difference which pocket his money is in, but 
if an account is to be kept with a certain pocket, the matter 
of transference of funds from one pocket to the other 
is of importance. 

We may, therefore, lay down the rule that in the con- 
struction of a consolidated balance sheet the balance 
sheets of all the companies forming a complete whole are 

to be merged into one, but that all intercompany relations 
are to be eliminated in the process. In the formation of 
a consolidated balance sheet all the items of cash owned 
by each of the companies will be added together, their 
sum representing the total cash on hand. In a similar 
way all the items of merchandise on hand will be deter- 
mined and the total used in the consolidated balance 
sheet. 

The item of accounts receivable, however, would not 
necessarily be treated inthis way. It would be necessary 
for the accountant to scrutinize these various items care- 
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fully to find out whether an account receivable of one 
company was not offset by an account payable of another. 
If this were found to be true, it would be necessary to 
eliminate them both, showing only as accounts receivable 
the total amount due all the companies from outside 
sources. 


Worxinc Form 


As an aid to making up consolidated balance sheets, it 
is customary to use a working form as follows: 


Elimination 
of 


Total 


Accounts a triad Soe! eee 


Inte 
relations 


The form is self-explanatory, simply providing a con- 
venient means of making the required elimination. 

The principal points to be noted in the preparation of 
consolidated balance sheets are in connection with good- 
will, surplus, and the minority interests. 


GoopwiILL 


The goodwill item which appears on the consolidated 
balance sheet is the algebraic sum of the several items 
of goodwill purchased by the holding company from the 
several subsidiary companies. If the price, whether in 
cash or in capital stock, which is paid for the stock of 
another company should be greater than the sum of the 
par value of such stock and its proportion of surplus, 
the difference is the amount which is properly chargeable 
to the Goodwill Account on the consolidated balance sheet. 
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This principle has for its basis merely ordinary common 
sense. If the purchase price is greater than the total 
net worth, as exhibited in the balance sheet of the pur- 
chased company, it is assumed that the assets of that 
company have been stated at a figure which is really 
under their true value. It cannot be held that the pur- 
chasing company is guilty of the folly of knowingly 
paying more for the stock than it is worth. The excess 
price which is paid is, therefore, held to be for the 
purchase of goodwill. 

If, on the other hand, the purchase price is less than 
the market value of the stock, as shown by the balance 
sheet, it may be assumed that the balance sheet figures are 
inflated, and such a discount would ordinarily be credited 
to the Goodwill Account on the consolidated balance sheet. 
It might happen that the total credits to Goodwill were 
in excess of its total charges, although this would be 
unusual. In such a ease at least one authority recom- 
mends that the excess credit balance be credited to the 
Capital Surplus Account. It would be equally proper to 
credit it to a valuation account, since it merely serves as 
an offset to inflated asset values. Whatever title is used, 
it should clearly label the amount as being unavailable 
for dividends. 

In addition to the various goodwill components ob- 
tained by charging the excess of purchase price over 
book value of capital stock of the purchased companies, 
there must also appear as additional charges to that 
account the various items of goodwill which appeared 
on the balance sheets of the underlying companies at the 
time they were taken over. Such previous goodwill items 
are frequently merged with other items under the head 
of property. 

As an illustration of the goodwill treatment, we may 
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assume that Corporation ‘‘A’’ has purchased all the 
outstanding capital stock of Corporations ‘‘B,’’ ‘‘C,”’’ 
and ‘‘D.’? Disregarding other elements appearing in 
their balance sheets, we find that Corporation ‘‘B’’ shows 
goodwill of $10,000.00, that its outstanding capital stock 
is $50,000.00, and that its total surplus, both appropriated 
and free, is $7,000.00. Corporation ‘‘C’’ has a eapital 
stock of $25,000.00, and a surplus of $8,000.00, and Cor- 
poration ‘‘D”’’ has goodwill of $5,000.00, capital stock of 
$15,000.00, and a surplus of $2,000.00. Corporation ‘‘A”’ 
paid $60,000.00 for the total stock of Company ‘‘B,’’ 
$31,000.00 for Company ‘‘C,’’ and $20,000.00 for Com- 
pany “Bo” 


Price Paid 
Com- Goodwill Capital Stock Surplus b EEX CHS SOE yECes 


pany Company A Excess Deficit 
B $10,000.00 $50,000.00 $7,000.00 $60,000.00 $3,000.00 
Cc None 25,000.00 8,000.00 31,000.00 $2,000.00 
D 5,000.00 15,000.00 2,000.00 20,000.00 3,000.00 


From the foregoing facts it is required to determine 
what the item of goodwill on the consolidated balance 
sheet would be. 


Charges to Goodwill Credits to Goodwill 


(Gy Tica SAR ORs pater $1050.00. 0,0 Com. Ciara: cnebeterenmertoee- ee $ 2,000.00 
CE Beer ae ernie eee 3000.00 Balance me. tsetse ieee teres 19,000.00 
EU Best ost RRR CRO 5,000.00 
Sam L) str tescst cic sysvereiciarseais oe 3,000.00 

$21,000.00 $21,000.00 
Balance Pers evec siete 0s ores $19,000.00 


From the calculation as shown it is plain that the 
goodwill item appearing on the consolidated balance sheet 
will be $19,000.00. This item of goodwill, which has just 
been determined, would not actually appear anywhere 
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Stockholders 
m 
“A” 


CORPORATION 
(owns majority 
stock in 3 


COMPANY 
“ A” 


Chart illustrating condition after the stockholders in Company “A,” Com- 


pany “B,’ and Company “C’ exchange their stock for stoek of the new helding 
corporation. 


Fie. 74,—Charts Illustrating Lines of Stoek Control of a Holding Company 
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on the books of account either of the holding company 
or of any of these subsidiary companies. Ten thousand 
dollars of it would appear in the Ledger of Company B 
as an asset and $5,000.00 of it in the Ledger of Company 
D as an asset, but the remainder could nowhere be found 
as a book item. The reason is that the stock holdings 
of the parent company are shown at their cost price, 
while the general books of the subsidiary companies will 


Stockholders in Parent Company 


holders holders holders HOLDING 
- i, cy CORPORATION 
(owns majority 


stock in 3 
subsidia- 
ries,) 


COMPANY 
“An 


Chart illustrating condition if parent company is able to buy only controlling 
interest in Company “A,” Company “B,’” and Company “C.” <A consolidated 
balance sheet must not overlook the legal rights of stockholders marked “x,” 
Sia, 7” and $6799 


¥Fia. 74.—Continued 


show no changes. The only effect so far as their books 
are concerned is the change in stockholders, which will 
be registered in the stock ledger entry. 

In the foregoing discussion it has been assumed that 
the holding company has purchased all the stock of its 
subsidiaries, but in practice this rarely, if ever, obtains. 
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Minority INTERESTS 


Usually the holding company is unable to purchase all 
outstanding shares, although it usually can obtain enough 
to exercise a controlling interest. (See charts in Figure 
74.) The minority stockholders, i. e., those who have 
not exchanged their holdings for stock in the parent 
company, must not be ignored in the consolidated balance 
sheet. Not only must the stock belonging to outsiders 
be set up as a separate item on the consolidated balance 
sheet, but also the amount of surplus which belongs to 
those stockholders. This is a matter of simple arith- 
metical calculation. The amount of surplus to be appor- 
tioned to minority stockholders is the same percentage 
of the total surplus of the subsidiary company as the 
minority stockholders’ interest is of the total outstanding 
stock of the subsidiary. There are at least three ways 
of exhibiting the facts on the Consolidated Balance 
Sheet. 


First Method 


CONSOLIDATED BALANCE SHEET 


PNBSOUS serie te clo ies’ afere toe cteielare Peco tate Piabilitiosmeryetiscee cite $2400 
Capital Stock of 


Daliygeer teeter Dirterrerers 


Surplus Nrsetorcruks «cve.s oven gutere etree 


Minority Stock- 
holders’ Interest 
Capital stock ....... 
Proportion of 
Surplusitasir ue ee 


e@rcececcee 


ee ececee 
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Second Method 
CONSOLIDATED BALANCE SHEET 
JASE Rea ee een Ba Oe Seroe cs os JUN DME, 66 Gok oGa es coud 4S Bete sete 
Capital Stock 
Capital Stock 
of holding 
COMPAN Valea. Gyles 
Subsidiaries’ 
Stock Out- 
BANGING Sie: sek chee tere anette eee 


Surplus 
Majority In- 
COLES Mesa Pores . 
Minority In- 
(RS onoeaS oddbOoD  oooKCOS 


Third Method 
CONSOLIDATED BALANCE SHEET 


ASSOUS Mcratere eres ere ierels enti ene, Siteie ctor. Tia Diities- wes, eter ester oe Faber set 
———_ Capital Stock of holding 

COUP ANY ap-t-.clula + tal stonevone tous aetebeters 
Subsidiaries’ Stoek Out- 

EPC Wao Oe cooeeAnaods ooecuda 

SUP PLUST as stele oileiol ec ctalleroratoseatrerenetetets 

$e ieusks $s etre 


This latter arrangement does not apportion the sur- 
plus; hence one of the other two methods is to be 


preferred. 


INTERCOMPANY SALES 


Another interesting accounting feature occurs in con- 
nection with intercompany transactions where there is a 
minority stock interest. If we regard the holding com- 
pany and all its subsidiaries as being one undertaking, 
then it is evident that the sales from one subsidiary to 
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another should contain no:element of profit. If this 
principle is not closely observed, anticipation of profits 
would result and inventories would be inflated from the 
viewpoint of the enterprise as a whole. On the other 
hand, the minority stockholders may not be interested in 
the enterprise as a whole, if only stockholders in a particu- 
lar subsidiary. So far as they are concerned sales must 
be made to other subsidiaries at a fair profit; otherwise 
they feel that they have been defrauded. 

The system of handling intercompany sales, in order 
to meet both these points of view, must necessarily be 
very elaborate. It implies carrying all sales, both at 
the cost and at the selling price. This enables the con- 
struction of consolidated balance sheets, showing all 
inventories at actual cost of production, and it also 
permits the preparation of subsidiary companies’ state- 
ments and balance sheets, showing intercompany trans- 
actions on the basis of profitable selling prices. Material 
may be passed from one subsidiary to another, and in a 
large organization there may be eight or ten transactions 
before the ultimate finished product is eventually sold to 
outsiders. Not until this has actually been done may the 
various intercompany profits be actually shown as 
‘frealized’’ from the holding company viewpoint. 

Another point of interest in the same connection occurs 
when one subsidiary sells material to another for con- 
struction purposes. In previous chapters we have seen 
that from the standpoint of the undertaking as a whole, 
all charges for new construction should be strictly on a 
cost basis, including no element of profit. This same 
principle holds true in situations similar to the one now 
in discussion, and the price at which materials are 
charged to the construction account of Corporation B 
must be their actual cost of production, although Cor- 
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poration B paid for the materials on the basis of cost 
plus profit to another subsidiary. 

The whole scheme of holding company accounting is 
so vast that we cannot do more than lay down a few 
general principles which apply. The very size of most 
of our modern trusts necessitates intricate and elaborate 
accounts. Complicated as these may appear, they have 
no terrors for the man who is thoroughly versed in 
accounting science, for they are based on the simple 
unchangeable accounting principles. 


TEST QUESTIONS 


1. (a) What is a ‘‘trust’’ in the popular sense? 
(b) In what two ways may a ‘‘trust’’ be formed? 
2. What are the advantages of consolidation? 
3. What is the difference between the accounting and the legal 
point of view as regards holding companies? 
4. (a) What is a consolidated balance sheet? 
(b) What is its legal standing? 
(ec) How does it differ from a true balance sheet? 
5. What are the components of ‘‘goodwill’”’ on a consolidated 
balance sheet? 
6. Illustrate three ways of exhibiting proprietary interest on 
a consolidated balance sheet. 
7. What is the accounting rule as to inter-company sales? 
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Cross-indexing, 104 
Current assets, 157-67 
bills receivable, 166 
debts receivable, 162-65 
merchandise, 166 
money and checks, 160-62 
notes receivable, 165-66 
Current Habilities, 197-99 
Cycle, economic, 158-60 


Debit, 21. See also Accounts. 
deferred, 48, 132-34, 158, 191, 348 
Debts payable. See Liabilities. 
Debts receivable : 
bad, 162-64, 251-52 
symbolized, 6-8 
valuation of, 162-65 


See 


See also 


Index 


Deferred 
assets, debits, or charges, 48, 132-34, 
158, 191, 348 
liabilities, 133-34, 199-200 
Deficiency account, 378-83 
Departments, 30-31, 266 
apportioning expenses among, 267-74 
Depreciation, 115, 147-52, 179-87, 323- 
24, 330-35, 346-71 
and fluctuation, 348-49 
as a cost, 247-48, 347-48 
causes of, 349-52 
contingent, 352-53 
in railroads. 370-71 
methods. 149-52, 358-69 
plant ledger, 353-56 
rate of, 356-58 
replacements, 353, 369-70 
Disbursements. See Cash. 
Discounts 
in pee of working assets, 169- 
6 


journal record of, 71-75 
on bonds, 205-7 
on stock. 303 
symbolized, 5-8 
treatment of, in profit and loss state- 
ment, 248-50 
Distribution of expenses, 267-74 
Dividends, 184, 199, 297, 800-302, 321- 
28 


Donated stock, 310-13 
Double entry 
confined to General Ledger, 43 
defined, 21 
illustrated, 3-19 
incomplete, 44-45, 152-53 


Economie cycle, 158-60 

Hntry 
double. See Double entry. 
single, 44-45, 152-53 

Errors, treatment of. 118, 242-43 

Hxpenses, 224-27, 259-74 
clearing accounts for, 267-74 


Factory profits, 246-47 
Fixed assets, 157, 178-96 
buildings, 184-87. See also Real 
estate. 
deferred, 48, 182-34, 158. 191, 348 
franchises and patents, 194 
goodwill, 192-95 
intangible, 191-96 
investments, 188-91 
land, 182-84. See also Real estate. 
machinery, 148-52, 187-88, 354-56 
organization expense, 196 
Sea also Depreciation. 
Fluctuation 
and depreciation, 348-49 
in value of fixed assets, 179-83 
in value of working assets, 168-69, 
177-78 
Forwarding the balanee, 28 
Franchises and patents, 195 


Goodwill, 192-95, 401-5 


Holding companies 
accounting problems of, 397-409 
consolidated balance sheet, 399-407 


Index 


formation of, 396-97 
goodwill, 401-5 
minority interests in, 405-9 


Incomplete double entry, 44-45, 152-53 
Insolvency 
deficiency account, 378-83 
statement of affairs, 372-78 
statement of realization and liquida- 
tion, 883-95 
Insurance, 46-48, 182-33, 251 
Intangible fixed assets, 179, 191-96 
Intercompany sales, 407-9 
Inventories 
asset, 46-48, 132-34 
liability, 49-50, 133-34 
perpetual, 172, 243-46 
physical, 84-36, 167-78 
positive and negative, 46-50 
Investment 
as an asset, 188-91 
shown in proprietor’s account, 213-14 
symbolized, 3-19 


Journals 
eash, 65-75 
columnar, 55-61 
definition of, 39-40. 58-55, 101 
kinds of, 41, 53-105 
notes and bills, 75-77 
posting, 40-41, 78, 101-4 
purchase, 62-64, 89 
record of discounts, 71-75 
sales, 62-64 
special, 41 
development of, 53-105 
relation of, to control accounts, 


17-78 
status of, 97-101 
Junior partners, 277-78 


Kinds of journals, 41, 53-105 


Land. See Real estate. 
Leaseholds, 186-87 
Ledger 
balance sheet made from, 106-54 
“Boston,’’ 88-89 
columnar, 88-89 
definition of, 21-23. 78 
form of accounts, 84-87 
general, 78-79, 84 
plant, 353-56 
posting in, from journal, 53-61, 101-4 
private, 79-84 
stock, 171-78 
See also Accounts. 
Liabilities 
accrued, 133, 198-99 
bonds, 2038-11, 337-41 
classification of, 197 
contingent. 200-203, 
352-538 
eurrent, 197-99 
deferred, 133-34, 199-200 
dividends, 184, 199, 327 
inventories, 49-50, 188-34 
mortgages, 203-11 
statement of, under single entry, 45 
symbolized, 3-19 
wages, 198-99 
See also Accounts; Insolvency. 


331, 335-36, 
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Limitations 
of balance sheet, 115-16, 147-52 
of trial balance, 25, 107- 9 
Liquid assets, 157-58. See also Assets. 
Liquidation, statement of realization 
and, 383-95 
Tigao tion of partnership, 284-94 
08S 
arrived at by inventory, 33-35 
kinds of, 215-16 
symbolized, 8-19 
See also Profit and loss account. 


Maehinery, 148-52, 187-88, 354-56 
Manufacturing statement, 233-37 
Materials in process, 170-71. See also 
Working assets. 
Memoranda of entries in ledger. See 
journals. 
Merchandise 
account, development of, 33-86 
as an asset, 167, 178 
how entered, 27-28 
symbolized, 3-19 
Mining companies, 323-24 
Minority interests, 405-7 
Mixed accounts, 35-36, 116-18 
Models, as illustrating the function of 
accounts, 1-2 
Money 
checks, 161 
nature of, 156-57 
paper, 161 
See also Cash. 
Mortgages, 203-11 


Necessity of accounts, 1 

Nominal accounts, 33. 
prietor’s account. 

Notes and bills journal, 75-77 

Notes payable, 198 

Notes receivable, 165-66, 200-203 


Obligations, secured, unsecured, and 
partly secured, 373 

Organization expense, 196 

Overhead, 246 


Partnership 
accounting, difficulties of, 275 
articles of, 275-77 
capital in, 275-94 
changed to corporation, 317-21 
definition of, 217-19 
formation of, 278-81 
interest on capital, 281-84 
junior partners, 277-78 
liquidation of, 284-94 
profit and loss in, 275-81, 284-94 
Period, accounting, 36-38, 131-34 
Perpetual inventory, 172, 248-46 
Plant ledger, 358-56 
Posting 
definition of, 40-41 
technique of, 101-4 
Preferred obligations, 8738 
Preferred stock, 297 
Preliminary survey of accounting, 1-19 
Premium 
on bonds, 189-90 
on stocks, 302-3 


See also Pro- 
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Prime cost, 246 
Private cash, 83 
Private journal, 82-83 
TFrivate ledger, 79-84 
Profit 
arrived at through inventory, 33-35 
definition of, 160 
factory, 246-47 
gross and ret, 222-23 
in intercompany sales, 408 
of corporations, 322-25 
of partnerships, 275-94 
symbolized, 4-19 
undivided, 221 
See also Profit and loss account. 
Profit and loss account 
allocation, 214 
definition of, 50 
functional. idea in, 238-39 
in corporations, 322- 23 
use of, 110-12, 125, 147, 212-17 
Profit and loss statement, 37-38, 213- 
15, 228-38, 237-40, 243-74 
Proprietor’s account 
analysis of, 29-33, 153-54, 212-15, 
222-29 
classes of proprietorship, 217-21 
consolidating, 50, 110-12, 125, 153-54 
corporation, 219-21, 300-328 
definition of, 29, 212 
effect of typical transactions on, 
126-34 
entries in, 215-16 
expenses, 224-27, 259-74 
holding companies, 396-409 
in insolvency, 376 
manufacturing statement, 233-37 
partnership, 217-19, 275-94 
railroad income statement, 253-58 
reserves, 221, 301-2, 329-44 
sole proprietorship, 217 
subsidiary, 30-33, 216-17 
surplus account. See Surplus ac- 
count. 
symbolized, 5-6 
trading statement, 222-23, 240-42 
See also Closing entries; Profit and 
loss account. 
Purchases 
entered, 23, 35-36, 171 
purchase journal, 62-64, 89 
symbolized, 3-19 
voucher register, 89-101 


Railroad 
depreciation, 370-71 
expense apportionment, 271 
income statement, 253-58 
Secret reserve, 343 
Real accounts, 33, 212 
Real estate 
account, 26-27 
as an asset, 178-87 
Realization and liquidation, statement 
of ,°383-95 
Receipts. See Cash. 


Receiver. See Insolvency. 
Register, voucher, 89-101 
Replacements, 353, 369-70 
Requisitions, recapitulation of, 174 
Reserves 
definition of, 221, 301-2 
effect of, on balance-sheet interpre- 
tation, 332-37 
in insolvency, 377 
reserve funds, 335-37 
secret, 342-43 
sinking funds. 337-41 
surplus, 330-32 
valuation, accounts, 329-30 
Resources, statement of, under single 
entry, 45, 153 


Sales 
entered, 35-36 
sales journal, 62-64 
symbolized, 3-19 
Seales, as a symbol, 2-18 
Scrip dividends, 326-28 
Secret reserves, 342-44 
Single entry, 44-45, 152-53 
Sinking funds, 337-41 
Sprague, Charles B., The Accountancy 
of Investment, 210 
Statement 
deficiency account, 378-83 
manufacturing, 233-37 
of affairs, 372-78 
of profit and loss. See Profit and 
loss statement. 
of realization and liquidation, 383-95 
of receipts and disbursements, 253 
of resources and liabilities, 45, 153 
trading, 222-23, 240-42 
Stock ledger, 171-78 
Stocks, 184, 188-89, 295-97. See also 
Capital stock. 
Subsidiary accounts 
‘payable, 42-44, 62-63 
proprietor’s, 30-33, 216-17, 263-66 
receivable, 42-44, 62 
Surplus account, 221, 242-43, 301-3, 
330-32 
Survey, preliminary, 1-19 
Symbols, use of, 1-19 


Taxes, 251 
Trading statement, 222-23, 24042 
Treasury bonds, 210-11 
Treasury stock, 303-5, 310-13 
Trial balance 
and the balance shect, 106-138, 121- 
47 
definition of, 24-25 
of general and private ledgers, 80 
of private ledger, 83 
Trust. See Holding companies. 


Untissued bonds, 211 
Unissued stock, 303-5, 316-17 
Utility, 158-60 
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Valuation of assets Wages, 198-99. See also Expenses. 
basis ot A Peperare Wasting assets, 183-84, 323-24 
current assets, 160-67, Working assets, 158, 167-78 
fixed assets, 147-52, 178-96, 323-24 Working balance sheet, 116-39, 145-47 


valuation account, 168-64, 329-30 

working assets, 167-78 : : 

See also Depreciation ; Insolvency. Young men admitted to firm as junior 
Voucher register, 89-101 partners, 277-78 
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